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Editor’s Notes

Leaves are drifting on the terrace,
those same leaves that hung over
the wall last week in a lacy red
canopy, and draped a rich green
umbrella during the heat of July. We
knew it couldn’t last; we expected
the falling leaves. Next week, or
sometime soon, a cold rain will pack
the crisp yellow drift into a wet mass
that will cling to the crevices where
the brick terrace meets the wall.
Mornings are chilly, nightfall is
earlier, summer is indeed over, but
then, we did expect it and that in
itself is reassuring. But what if the
cycle began to alter its pattern
subtly, stealthily, leaving us unsure
of tomorrow?
It does happen, every now and
again, and so fragile is the human
body and the ecosystem in which it
moves that lives are lost when an
aberrant cycle drops the mean tem
perature only a few degrees over a
sustained period. There have been
legendary years “without a summer”
and years when blizzards came too
early and raged until late in May,
squeezing the life from hungry cattle
and from indigent or improvident
farmers, and savaging early Spring
buds that could have ripened into
fruit for the next season. This year
autumn has come very early, or so it
seems, and gloomy prophecies are
beginning — usually citing volcanic
ash in the stratosphere as cause but
awaiting the sight of thickly furred
woolybear caterpillars for authen
tication. Meanwhile, even the most
urban of us are vaguely ill at ease
with the premature and pervading
chill.
We can be reasonably tranquil
about unseasonable cold if we are
served some scientific cause, and
fallout from volcanic activity does
sound plausible — although the
dinosaurs would have argued the
point about tranquility. But how to
account for the on again, off again,
rise in the stock market, along with
the unremitting grip of unemploy
ment? Everyone who has survived
Economics 101 knows that business
moves in cycles, with peaks and
valleys following each other in stag-

Was there ever
such a season?
gering chart lines over the years.
The cyclic pattern of business is just
as certain as the law of supply and
demand, Isn’t it?
We are so attuned to rhythms, to
night and day, to fall, winter, spring
and summer, year in and year out; to
childhood, maturity, and old age; to
the very beat of our hearts. Women,
in particular, feel the ebb and flow of
vigor every month of their reproduc
tive years. We know some city
dwellers who go on expeditions to
sites where migrating birds con
gregate, just to watch the annual
flight to a different domicile.
Humankind is fascinated with the
seashore, and the tidal pull is
especially strong for children with
their more recent link to origins.
It is when the cycles slow, or ac
celerate, or simply stop that we step
back in fright. Premature death jolts
us. Death in old age, by contrast,
seems sweetly sad and almost like a
benediction. After all, to every thing
there is a season.
Perhaps our perspective on
unreasonable, unseasonable chill,
and on erratic stock markets would
be improved if we could live longer.
Meteorologists tell us that cycles of
extreme cold repeat over long time
spans, as evidenced by geological
core findings and the telltale rings in
the trunks of giant petrified trees. Of
course geology does little to help
with analysis of vacillations in the
Dow Jones average but history of
earlier economic crises does offer
some insights, if not encouragement.
Within living memory we do see
some recurring phenomena in the
marketplace. For instance, as costs
for central heating of homes in
crease, space heaters have again
become the warm heart of the living
area. Pot bellied stoves are trendy,
along with a variety of less nostalgic
heating devices. Thermal underwear
used to be only for skiers and hunt
ers, and long before that it was for
all of us who remember wrapping the
ends of the long legs securely
around the ankles so that they didn’t
look so bulgy ugly under stockings.
Now, everyone with right reason

owns several sets of thermals in leg
lengths to accomodate slacks, or
shorter for wear with skirts. When it
comes to coping with winter, some of
us feel that we have come full circle.
Late in 1976 the accounting pro
fession was subjected to Congres
sional criticism in respect to its ap
parent lack of independence in audit
matters, and the Securities and Ex
change Commission tightened dis
closure requirements in corporate
proxy statements concerning audit
fees, and corporate approval of ex
panded consulting engagements by
auditors. Government displayed its
regulatory might in the posture of the
SEC. Meanwhile, the profession's
self-regulation response has been
very effective, as is commonly
acknowledged, and the SEC has re
cently rescinded some of its dis
closure requirements and appears to
be relaxing its role of stringent over
seer. That was a short cycle, but a
therapeutic one.
In September the Wall Street Jour
nal observed that catalog sales of
merchandise to working women
have zoomed. Professional women,
in particular, have become a com
puter-selected market segment to be
tempted with delights in jewelry, fine
china and crystal, works of art, bath
and bed linens, gourmet cookware,
Shannon airport duty-free luxuries,
and, or course, elegant clothes. At
the moment your editor’s tempta
tions number twenty-two catalogs,
and it all seems quite ironic to an
escapee from mail order clothing in
childhood. The implied level of dis
cretionary income is very flattering,
however.
Cycles still revolve, and always
will, in their diurnal, lunar, seasonal,
galactic, and mundane socio-eco
nomic patterns, intertwined with our
personal bio-rhythms. The times may
seem out of joint, but how can we
know for sure until we live for a
millenium and beyond, or have the
wisdom of Solomon?
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Is Public Accounting
A Profession?
And Can It So Remain?

By Edward A. Becker

Rarely a month goes by that the of whom are paid for their services)
current accounting publications do that this paper will examine.
not have an article discussing some
Prior to the industrial revolution,
facet of professionalism in public ac only three occupational groups,
counting. Each of these articles dis physicians, attorneys and
cusses some issue the author feels is theologians, were recognized as
a part of professionalism; phrases professionals. Within each group
like “attacks on the profession” are was a hierarchical ranking or order
quite common. However none of (Larson, 1977, p. 5). These groups
these articles gets to the real heart of had achieved the prestige and priv
the problem; what is a professional? ileges accorded professionals
In 1962 Paul Dunham wrote a classic because they had occupations
article in which he asked the ques which required extensive education
tion: Is management a profession? and training and which provided for
His answer was “no.” The purpose of a human need; the physician
this article is to ask the same satisfied the need for health, the at
question about Certified Public torney the need for justice and the
Accountants.
theologian the spiritual needs. All
Are Certified Public Accountants three also had one other thing in
professionals? Are those practicing common. The Common Law pro
in the field working in a profession vided each with the right of priv
or in a technical trade? In order to ileged communication.
answer those questions, this paper
Modern times have complicated
must first define “professional.”
the definition of professional much
A common definition of profes as they have complicated life itself.
sional is one which distinguishes Countless volumes have been writ
between a person who gets paid for ten attempting to delineate the cri
his activities and one who doesn’t teria for professionalism. Cullen
(amateur vs. professional). Within (1978) summarizes some of these
this framework, there are profes efforts on Table 1. The most useful
sional tennis players and amateur typology of criteria is provided by
tennis players, professional carpen Donham (1962). The following have
ters and amateur carpenters, etc. been generally recognized as the
This is not the concept of profes four elements defining “profession.”
sional that this paper will explore. It
“1. A profession is charac
is the concept of professional which
terized by a systematic body of
differentiates between the physician
specialized knowledge of substan
and the assembly line worker (both
tial intellectual content.
2/The Woman CPA, October, 1982

2. A profession is characterized
by a motive of service, by stand
ards of conduct which govern all
professional relationships and
which take precedence over per
sonal gain, and by acceptance of
the social responsibility inherent
in the profession.
3. A recognized educational
process and standards of
qualification for admission exist.
4. An organization is devoted to
the advancement of the profes
sion’s social obligation and to the
enforcement of standards of ad
mission and membership.”
(Donham, 1962, p. 64)

To the above list of generally ac
cepted criteria for the differentiation
between a profession and any other
occupation, this treatise proposes a
fifth criterion: the application of pro
fessional judgment. This fifth cri
terion is the infrastructure upon
which the other four criteria are
built. The knowledge mentioned in
criterion one is obtained through cri
terion three, but it is the exercise of
professional judgment that deter
mines which piece of data is ap
propriate in any given situation. The
doctor, for example, analyzes
symptoms, diagnoses the disease
and prescribes a cure by synthe
sizing his knowledge of symptoms,
diseases and cures.
The use of professional judgment
is embodied in criterion two, and it is
professional judgment that the
organizations mentioned in criterion
four are forced to evaluate. It is pro
fessional judgment which separates
the work of the physician from the
work of the carpenter, who must
build in accordance with rigid
specifications. If it were not for pro
fessional judgment, one could
develop a scenario under which a
carpenter fits all four criteria.
This paper is not alone when it
suggests that it is the individual
practitioner’s exercise of profes
sional judgment that is the key ele
ment in professionalism.
“I believe that our profile of a
profession and a professional is
now beginning to take shape. We
see that a profession itself is built
around a boundless body of
knowledge, that it is concerned
with broad fields of endeavor, that
it often deals in concepts and
ideas rather than their implemen
tation, and that in many respects it
is almost inseparable from the in

Most of the attacks came from Con
gress and other branches of the
government. Most of the critics have
been complaining about the lack of
uniformity in financial reporting or
the inability of financial reporting to
predict business failures. It is ironic
that Congressmen, who are mostly
attorneys, should lead this fight.
There is no profession that has less
uniformity or lack of predictability
than law. It is possible for the most
respected attorneys in the United
States, the Justices of the Supreme
Court, to have different opinions in
the same case which encompasses
the same body of facts and is to be
judged against the same body of
law. In the Supreme Court’s last ten
decisions in 1979, only three were
unanimous. As to lack of predic
tability, how many times has a client
heard from counsel “Here is a case
you can’t lose,” and then lost. It is
like the old story about a man who
was sued for divorce on the basis of
sterility in the morning and sued for
paternity in the afternoon and lost
both cases.
The accounting profession did not
take May’s advice and yielded to the
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Citing Author
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Foote
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Flexner

+

Carr-Saunders and Wilson

+

Cogan

Complex Occupation
Self-Employed
Person-Oriented
Altruistic Service
Long Training
Organized
Code of Ethics
Competence Tested
Licensed
High Income
High Prestige

Caplow

Dimension

Barber

Author

Akers

dividuals who practice in it.”
(Glickauf, 1971, p. 95)
“Accounting principles need not
and should not be codified. To in
troduce such rigidity is to diminish
the great service which account
ants can and do perform in the in
terpretation of freely transacted
business. There is no reason to
believe that accounting and ac
counting statements should be so
simplified as to be readily under
standable by one and all. A
reasonable man does not expect
all persons to understand the intri
cate details of the practice of
medicine without being trained
therein. It is equally illogical to ex
pect everyone to fully understand
all about accounting. This in
terpretive function is best left to
the accountant.
The demand for uniformity and
standardization in accounting
systems arises from a distrust of
business management. Uniformity
and standardization will gain little
“since management controls the
form which transactions take.”
Accountants are challenged “to
accept their interpretive function
and show integrity, courage, and
resourcefulness in discharging
this function.” (May, 1950)
In the last decade the accounting
profession was vigorously attacked.

+

+
+

Source: Cullen, J.B. The Structure of Professionalism, 1978, p. 15.

pressure from the outsiders. The
Financial Accounting Standards
Board (FASB) has issued more state
ments in the last nine years than all
of the official pronouncements by
the Accounting Principles Board
(APB) the previous fourteen years.
That does not include pronounce
ments by the other bodies, both
American Institute of Certified
Public Accountants (e.g. ASB,
AcSec, etc.) and governmental (e.g.
SEC, Cost Accounting Standards
Board, etc.). Almost all of the pro
nouncements from FASB and others
have been prescriptive in nature. In
each case they have been telling the
accounting profession what to do
and how to do it. In each case, they
have been abating the exercise of
professional judgment and are
therefore seriously eroding the pro
fessionalism of the Certified Public
Accountant. If this practice con
tinues, it will not be long before a
Certified Public Accountant is
transformed from a professional to a
technician. Berliner and Gerboth
have noted the same trends and,
with the exception of FASB No. 33,
have deplored the situation.

“In many ways, Statement No.
33 represents, if not a clean break,
at least a welcome respite from the
“cookbook” accounting of the last
decade. At least since 1970, the
pronouncements of the FASB and
its predecessor, the Accounting
Principles Board, have in
creasingly circumscribed the
auditor’s professional judgment
by a seemingly endless flow of
specific directives. That tendency
reached an extreme with the is
suance of FASB Statement No. 13,
Accounting for Leases, and the
FASB has since seemed dis
inclined to go that far again. But
no deviation from the tendency
occurred until Statement No. 33
appeared,” Berliner & Gerboth,
1980, p.54)

Worse yet, FASB has not thought
through all of the possible alterna
tives with each pronouncement.
Many of the FASB Statements are
corrections of or additions to pre
vious FASB statements. In addition,
the Board has issued over thirty in
terpretations in attempts to clarify
previously issued FASB Statements.
The subsequent statements and in
terpretations related to FASB No. 13
The Woman CPA, October, 1982/3

(Accounting For Leases) comprise a
body of literature all their own, yet
FASB No.13 remains ambiguous. In
1981 the board of directors of Ameri
can Institute of Certified Public
Accountants (AICPA) appointed a
special committee on accounting
standards overload and that commit
tee has recommended an immediate
reexamination of FASB No. 13, as
one of four most troublesome stand
ards issued by the FASB and its
predecessor, the APB.
The articles and papers criticizing
one or more FASB Statements are
too numerous to cite. Thus FASB has
been proliferating prescriptive state
ments at an abnormally fast rate in
response to the criticism of out
siders. It is the wrong way to respond
to such criticism, and often evokes
more criticism. The correct response
to the critics of our profession is the
same today as it was in 1950 when
George O. May said that accounting
issues should be solved “in favor of
intelligent variation rather than
wooden conformity.” (May, 1950, p.
210)
Previously, this article enumerated
five criteria of professionalism.
Number four was “an organization
devoted to the advancement of the
profession’s social obligation and to
the enforcement of standards of ad
mission and membership.” The AIC
PA is the organization which estab
lishes and enforces the standards of
admission. The Uniform Certified
Public Accountant Examination
(CPA Exam) is the primary tool that
the AICPA uses.
At a recent regional meeting of the
American Accounting Association
(AAA), there was a discussion of the
CPA exam. The general theme of the
discussion was that the success rate
of the exam was too low. “After all
over 80 percent of those sitting for
the bar exams pass them,” was typi
cal of the comments heard, “as long
as the success rate for the CPA
exam is less, something is wrong.”
Nothing could be further from the
truth. As stated in criterion four, ad
mission standards to the profession
must be maintained. If the standards
are lowered, then the quality of the
profession and resultant respect will
fall. The CPA exam is the screening
device that is necessary to assure
that only the most qualified enter the
profession. The other professions
have advanced professional schools
4/The Woman CPA, October, 1982

which act as the screening device
for their profession.
Nevertheless, the AICPA is permit
ting the CPA exam to become easier
by increasing the dumber of multiple
choice questions on the exam. In
tuitively, it is obvious that it is easier
to answer a question when one of the
correct answers is in front of you
than it is to answer the same ques
tion when you must make up the
answer. In fact (assuming four
choices), if a multiple choice exam
were written in Sanskrit, the average
score would be twenty-five.
At that same AAA meeting there
were three reasons offered for the
increased use of multiple choice
questions:
1) it increases the success rate
2) there is a high correlation
between the success rate on
multiple choice questions andproblems or essays
3) it is faster, easier and cheaper
to grade multiple choice ques
tions than it is to grade prob
lems or essays. This is neces
sary because of the growing
numbers of applicants.
It has already been noted that an
increased success rate is not
necessarily desirable. Each profes
sion has screening devices which
allow only the best to ultimately gain
admission into its profession. At the
present time, public accounting has
the fewest. The most important
screening device for the field of
public accounting is the CPA Exam.
Part of the accountant’s expertise
must be the ability to communicate
effectively. Many practitioners com
plain that accounting graduates
cannot speak or write and yet, the

Edward A. Becker, CPA, CMA, MBA,
is professor of management at
Bucknell University, and is a fre
quent contributor to professional
journals. He is a member of AICPA,
PICPA, NAA, AAA, and the Academy
of Accounting Historians.

CPA Exam does little to test for these
qualities. The need for essay ques
tions was reaffirmed recently by a
State Board Report.
"... that the Board of Examiners
had created a special task force to
investigate the use of objective
multiple choice questions vs.
essay questions. “They concluded
that there was a definite need to
retain essay questions in areas
where a candidate needs to syn
thesize, integrate, and evaluate in
formation”....” (State Board
Report, 1980, p. 117)
The third argument concerning
ease and cost of grading is the most
offensive. The path of least resist
ance is always popular but, as
described above, the easier marking
method will severely and negatively
affect the profession. As for the
cheaper argument, it is certainly
hard to accept a “poor-mouth” state
ment from an organization with
almost fourteen million dollars in
cash and marketable securities and
a current ratio of 1.58 to 1 (AICPA,
1979, p. 20). No one is ready to ac
cept a cheapening of our profession,
especially when there is no need.
Winning the respect of the busi
ness community has not been easy
for accountants. Maintaining the
esteem of the public may well be just
as difficult as the earlier thrust
toward professionalism. Q
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couple flying to a foreign destination
late in the year to get a divorce and
to spend the holidays vacationing.
They would return home after the
first of the year and remarry, paying
for the trip with their tax savings.
This growing practice and the con
sequent bad publicity proved to be
intolerable to the Internal Revenue
Service. In 1976, the IRS indicated in
Revenue Ruling 76-255 [1976-2 C.B.
40] that such tax avoidance efforts
would not be recognized. The IRS
characterized these tactics as sham
transactions and argued that a
divorce “should not be given any
effect for Federal income tax pur
poses if it merely serves the purpose
of tax avoidance.”
Recently, the validity of this ruling
was contested by a Maryland couple
who were assessed back taxes when
the IRS refused to recognize their
divorce-and-remarriage approach to
tax planning [Boyter, 74 T.C. 989].
David and Angela Boyter were
among the many married taxpayers
to find themselves penalized
because of their marital status. In
response to this situation, they ob
tained a divorce in Haiti in Decem
using the tax provisions as they ber 1975, remarried in Maryland in
would apply for 1984, a single in January 1976, and filed as unmar
dividual with $30,000 of taxable in ried taxpayers for 1975. Substan
come would incur a tax of $6,113. tially the same process was repeated
Thus, an unmarried couple would one year later, with the divorce this
have a tax liability of $12,226 if each time obtained in the Dominican
had $30,000 of taxable income. As a Republic. Again for 1976 the tax
married couple with the same total payers filed as unmarried in
income, their income tax would dividuals.
amount to $14,028 and they would
The IRS offered multiple argu
still suffer a marriage penalty of ments in court as to why the Boyters
$1,802. Even after the recent amend should be treated as married in
ments to the tax law, then, this cou dividuals for tax purposes. The first
ple would be subject to a 14.7 per argument, that Maryland would not
cent tax increase because of the recognize these divorces as valid
decision to get married.
because the foreign courts did not
have jurisdiction, was found to be
Present Situation
persuasive. Since this argument was
Of Controversy
dispositive of the issue, the Tax
The presence of the marriage Court did not respond to the other
penalty gained notoriety about six arguments. This is unfortunate as
years ago when the news media the IRS maintained as another argu
published stories concerning mar ment that the divorces should be ig
ried couples who were divorcing nored “because a year-end divorce
near the end of the year so they whereby the parties intend to and do
could file tax returns as unmarried in fact remarry early in the next year
individuals, and who would then is a sham transaction ..The result
remarry early in the following year. of the Boyter case, then, was to nar
Such a strategy was designed to row the potential path for tax savings
take advantage of the tax rule that through divorce-and-remarriage, but
marital status is determined at the to leave the underlying dispute as to
end of the taxable year [Sec. 143 (a) the validity of Rev. Rul. 76-255 unset
(1)]. A typical case would involve a tled. At least one article has sug-

The Tax Penalty On
Marriage
An Odious Wedding Gift

By John M. Strefeler

The tax penalty on marriage, or
“sin subsidy’’ as it has sometimes
been labeled, is a quirk in the federal
tax system that appeared inadvert
ently as Congress went about its
business of amending the Internal
Revenue Code. The essence of the
problem is that circumstances exist
in which a married couple must pay
more tax than an identical but un
married couple would pay on the
same quantity of taxable income.
Consider a working couple who
each had a 1980 taxable income of
$30,000. If they were single in
dividuals, they would each have had
a 1980 tax liability of $7,962, and
their combined federal income tax
would have been $15,924. If they had
been married, however, their tax ex
penses would have increased to
$19,678. Some quick arithmetic
would show that their wedding pres
ent from Uncle Sam would have
been a healthy 23.6 percent increase
in their tax liability.
The Economic Recovery Tax Act
of 1981 has provided for a partial
correction of the marriage tax prob
lem, in the form of a special tax
deduction which is available to mar
ried couples who both work. Recon
sidering the previous example but
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What caused the tax law's
unintended consequences for
marriage partners?

gested that the sham transaction
doctrine may be ill-suited for ap
plicability to year-end divorces
[Michigan Law Review (Editorial
Board), 1979].
Meanwhile, the IRS has given its
approval to another couple who ex
tended this approach an additional
step [Ltr. Rul. 7835076 No. 2956(78)
P-H Private Letter Rulings]. This
couple was married in 1976 and,
although still compatible, they plan
ned to obtain a valid divorce in their
state of residence. The only change
would be a legal one, since they
would continue to live together and
to carry on their life just as they had
before. The sole reason for their
divorce was the potential tax sav
ings, but the IRS nevertheless ac
cepted the tax implications of their
intended course of action. Since the
divorce would remain in effect for all
legal purposes, it could not be con
strued as a sham and the IRS found
no basis upon which to deny unmar
ried status to the couple.
Such legal maneuvering seems in
credible in the absence of any Con
gressional intent to influence per
sonal decisions regarding marriage.
How, then, can one account for this
unintended consequence of the
federal income tax? The answer
seems to lie in two historical
developments — one involving the
tax system itself and the other con
cerning the increasing number of
two income families in the American
economy.

History Leading To The
Current Situation
Until 1948, marital status was rela
tively unimportant because everyone
used the same set of tax rates. The
assumptions on which the tax
system was based (that the in
dividual should be the basic taxpay
6/The Woman CPA, October, 1982

ing entity and that differing family
situations could be amply provided
for through the use of exemptions)
had seemed to work well. One
reason for this success may have
been that prior to World War II the
exemption was viewed as a vehicle
to exclude from taxation enough in
come to provide adequate support
for a family. The resulting high dollar
amount of exemptions meant that
only a small percentage of the
population was affected by the in
come tax.
After World War II, a major in
equity in what had grown into an all
pervasive income tax became evi
dent. The single tax rate system pro
vided an unintended tax advantage
to taxpayers who resided in com
munity property states.1
In common law states, income is
attributed to the individual who per
forms the services or who owns the
property which is responsible for the
income generation. The typical
situation in the 1940’s was for the
husband to be the breadwinner of
the family and for the wife to be the
homemaker. Thus, whether the mar
ried couple filed a joint return or sep
arate returns, all of the income
would go on one return and be sub
ject to the full brunt of the
progressive tax rates.
In contrast, income in community
property states is earned equally by
marriage partners regardless of
which spouse actually performed the
services. Income generated by com
munity property would also be allo
cated equally to husband and wife.
The result was that married couples
in community property states could
save taxes by filing separate returns,
with each reporting one-half of the
total income. They would have the
advantage of moving through the
lower tax brackets twice — once on
each return.
This lesson was not lost on the
American taxpayer. Residents of
common law states turned to their
state legislatures and soon a num
ber of common law states
(Oklahoma and Michigan, for exam
ple) were in the process of changing
their property rights laws. This unin
1Most states were common law states; that
is, they derived their legal code from English
common law. Eight states (Arizona, Califor
nia, Idaho, Louisiana, Nevada, New Mexico,
Texas, and Washington) based their property
rights instead on community property rules.

tended effect of the tax system led
Congress to enact a provision in the
Revenue Act of 1948 which allowed
married taxpayers filing joint returns
to split their income, thus giving the
advantage of income splitting to all
taxpayers regardless of their state of
residence.
The other change in the tax law
which filled in the missing piece to
create the marriage penalty began
to unfold in 1969. Unmarried tax
payers appealed to Congress con
cerning the differential in tax rates
which existed between single and
married taxpayers. At that time, a
single person could pay up to 41 per
cent more tax than a married couple
with the same total income. Con
gress responded by lowering the
rates for single taxpayers effective in
1971; the new rates limited the ex
cess that a single individual would
pay to 20 percent above the tax of a
married couple. Furthermore, to pre
vent married persons from frustrat
ing the intent of the law by electing
to file separately and use the new
rates for singles, Congress limited
the new Schedule X to single tax
payers. Married persons were re
quired to continue to use Schedule
Y, with separate rate structures for
joint returns and separate returns.
Thus, the single and married-filingseparately rate structures were no
longer combined and the marriage
penalty appeared.

Emergence Of The
Two-Income Family2
While the tax system was evolving
so that the potential of a marriage
tax was present, changes in Ameri
can society made the marriage tax
more widespread in its application.
The primary change has been the in
creasing number and percentage of
wives in the labor force. In 1950, 8.5
million wives were in the labor force,
representing a labor force participa
tion rate3 of 23.8 percent [Schiffman,
1960]. By contrast, the number of
working wives in 1979 totaled 23.8
million for a participation rate of 49.4
percent [Johnson, 1980].
2The author acknowledges the detailed
work of Alan Hee, University of Hawaii gradu
ate assistant, in researching and helping to
write this section.
3Labor force participation rate = number of
married women (husband present in the
household) in the labor force divided by the
civilian pop
ulation of married women (husband
present).

TABLE 1

Marriage Bonus (+ ) And Marriage Penalty (- )
Under ERTA (1980) Tax Provisions
WIFE’S ADJUSTED
GROSS INCOME
50,000

+ 3,344

+ 1,144

-

379

- 1,691

- 2,699

- 3,474

- 4,014

- 4,314

- 4,369

- 4,394

- 4,394

45,000

+ 3,126

+ 1,094

-

429

- 1,711

- 2,699

- 3,474

- 4,014

- 4,314

- 4,369

- 4,394

- 4,394

40,000

+ 2,801

+

901

-

454

- 1,736

- 2,694

- 3,449

- 3,989

- 4,289

- 4,344

- 4,369

- 4,369

35,000

+ 2,374

+

606

-

617

- 1,731

- 2,689

- 3,414

- 3,934

- 4,234

- 4,289

- 4,314

- 4,314

30,000

+ 1,929

+

424

-

667

- 1,649

- 2,439

- 3,164

- 3,654

- 3,934

- 3,989

- 4,014

- 4,014

25,000

+ 1,505

+

219

-

609

- 1,459

- 2,117

- 2,674

- 3,164

- 3,414

- 3,449

- 3,474

- 3,474

20,000

+ 1,092

+

30

-

579

- 1,166

- 1,692

- 2,117

- 2,439

- 2,689

- 2,694

- 2,699

- 2,699

15,000

+

710

-

150

-

535

-

903

- 1,166

- 1,459

- 1,649

- 1,731

- 1,736

- 1,711

- 1,691

10,000

+

475

-

208

-

391

-

535

-

579

-

609

-

667

-

617

-

454

-

-

5,000

+

250

-

202

-

208

-

150

+

30

+

219

+

424

+

606

+

901

+ 1,094

+ 1,144

0

+

0

+

250

+

475

+

710

+ 1,092

+ 1,505

+ 1,929

+ 2,374

+ 2,801

+ 3,126

+ 3,344

15,000

20,000

25,000

30,000

35,000

40,000

45,000

50,000

0

5,000

10,000

429

379

HUSBAND’S ADJUSTED GROSS INCOME

Table assumes no dependents and that deductions are not itemized

The increase in two-earner
families is partially due to the failure
of real income to maintain the
growth rate which had occurred in
the early post-war period. Between
1947 and 1962, the annual real wage
gain averaged about 2.5 percent,
almost three times the annual in
crease in the years since 1962. The
erosion is attributable to the decline
in productivity rates among Ameri
can workers and to the sharp in
crease in inflation over this period
[Douty, 1977]. The continuation of
these trends seem certain to make
the two-income family an in
creasingly common fixture in Ameri
can society.
Another factor which influences
the labor participation rate among
wives is the presence of children.
Wives are more likely to work if there
are no school-age or pre-school
children in the household. Following
World War II, many married women
were involved in caring for children
during this period of high birth rates.

Beginning in the late 1960’s,
however, the number of working
wives accelerated. This trend con
tinued during the 1970’s as declining
birth rates resulted in fewer children
to raise. Thus, the changing
character of the family household
explains much of the increase in
working wives [Slater, 1979].

Dimension Of The Marriage
Penalty Prior To ERTA
All married couples have not
suffered the burden of the marriage
tax. When all or the vast proportion
of income was generated by one of
the parties, there was no penalty and
in fact there was a tax savings. This
is seen for 1980 as the positive zone
of Table 1. A tax savings of $2,801
existed, for example, if a married
couple had $40,000 of taxable in
come which was generated entirely
by one spouse.
On the other hand, Table 1 also

reveals that the marriage penalty
was not limited to a narrow income
range and that the amount of tax
differential could be substantial. The
two-career family would fall into the
penalty area in almost every in
stance. If the previous example were
altered by assuming that the income
was equally divided between the
spouses, the tax savings would be
replaced by a $1,692 penalty.
Table 2 provides additional detail
about the situation in which both in
comes were equal, which was where
the marriage penalty was most ex
treme. In particular, it emphasizes
how broad and deep the marriage
tax had become. The penalty is
already evident at the $4,000 level of
taxable income. Two single persons
splitting this income would have had
no tax liability, while a married cou
ple would have owed $84 of income
taxes. At a taxable income of $84,000
the marriage tax reached its max
imum for wages and other forms of
personal service income; a married
The Woman CPA, October, 1982/7

TABLE 2

Marriage Penalty
Under Pre-ERTA (1980) Tax Provisions
For Couples With Equal Incomes

Total
Taxable
Income

$100,000
92,000
84,000
76,000
68,000
60,000
52,000
44,000
36,000
28,000
20,000
12,000
4,000

Marriage
Penalty

$4,394
4,394
4,394
4,324
4,234
3,754
3,074
2,232
1,496
903
451
221
84

couple would have paid $4,394 of
additional taxes.4

Causes Of The
Marriage Penalty
The primary cause of the marriage
tax has been the differentiating
among taxpayers by means of the
tax rate structure; married couples
have been denied use of the same
tax rates as were available to unmar
ried taxpayers. They must instead
use either the married-filing-sepa 
rately schedule in which the
progressive rates rise more rapidly,
or use the married-filing jointly
schedule which has brackets twice
4Prior to 1981, the maximum tax rules gave
a preference to personal service income. Per
sonal service income was subject to a max
imum marginal rate of 50 percent. Other in
come could be taxed at rates as high as 70
percent, which would have caused the mar
riage penalty to be even greater. For a mar
ried couple with $100,000 of income which
was not personal service income, for exam
ple, the marriage penalty would have been
$5,864 if the income were earned equally. The
pre-1981 examples in this article assume per
sonal service income as a matter of
simplicity. The Economic Recovery Act of
1981 lowered the top tax bracket to 50 per
cent for all income, thus ending the tax dis
tinction between personal service income
and passive income.
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Married Tax
As a percent
of
Unmarried Tax
112
114
116
119
122
124
124
123
121

119
116
118
—

as wide but which taxes the income
as one bundle and thus stacks the
income of one spouse on top of the
income of the other.
A contributing factor has been the
standard deduction. A single in
dividual may take a standard deduc
tion (now called the zero bracket
amount) of $2,300; two unmarried in
dividuals would receive twice this
amount, or $4,600, on their two
returns. Were they married, they
could take a combined standard
deduction of only $3,400. Thus,
being married could deprive a cou
ple of $1,200 of deductions to which
they would otherwise be entitled.
This factor is unimportant to tax
payers who itemize deductions, but
well over half of all taxpayers do not
itemize.

Effects Of The
Marriage Penalty
While there is no indication that
Congress intended to influence
marital decisions through tax provi
sions, several consequences derive
from the lack of tax neutrality with
respect to marital status.
One consequence of a marriage
penalty is that it provides a disincen
tive to marry and an incentive for

married persons to divorce. How
many of the small but growing num
ber of couples who are unmarried
and living together considered the
marriage tax as one of their decision
factors is unknown, but the financial
implications can be substantial. It is
also evident that those taxpayers
who do forsake marriage for tax
reasons have been very visible.
Another effect of a marriage
penalty is that it operates as a work
disincentive for married women rela
tive to those who are single. The
married woman finds that her in
come is added to that of her husband
and, while the tax brackets that she
faces are twice as wide as those of
her single counterpart, she does not
receive the advantage of going
through the lower brackets. Other
things being equal, her after-tax
earnings are lower than those of a
single woman.
As an example, suppose two
women were offered jobs with 1980
salaries of $20,000. Circumstances
were identical except that one
woman was married to a man who
earned a taxable income of $20,000
per year, while the other was unmar
ried and claimed the standard
deduction. For the unmarried woman
there would have been a $3,415 tax
levied, while the tax on the income of
her married counterpart would have
been $7,001. The tax for the married
woman thus would have been over
twice the tax for the single women.
A third consequence is the risk
that tax situations such as a mar
riage penalty may undermine the
perceived equity of the tax system
and reduce the level of voluntary
compliance. For those taxpayers
who cannot or who choose not to
use the marriage tax to their advan
tage, the knowledge that others take
advantage of the tax system in this
contrived manner may cause them to
regard the system as unfair. It is easy
to envision such taxpayers cutting
corners in other ways — unreported
income and overstated deductions,
for example — to even things out.

Treatment Of The Marriage
Penalty— ERTA Changes
The approach to the problem of
the marriage tax which was imple
mented by the Economic Recovery
Tax Act of 1981 is the provision of a
deduction based upon the qualified
earned income5 of the secondary

wage earner, such person being
defined as the spouse who has the
lesser amount of earnings in a par
ticular year. This new deduction,
allowed by new Sec. 221 of the Code,
will be an adjustment to gross in
come and thus available even for
taxpayers who do not itemize their
deductions. The deduction will equal
five percent of the qualified earned
income of the secondary wage
earner in 1982, with a $30,000 limit
on eligible qualified earned income.
For years after 1982, the deduction
will increase from five to ten percent
of qualified earned income. The
$30,000 ceiling will remain in effect,
so that the maximum deduction will
be $1,500 in 1982 and $3,000 for all
subsequent years.
Using a deduction as the vehicle
for alleviating the tax on the earn
ings of the secondary wage earner is
relatively simple and directly ad
dresses the problem of the tax treat
ment of secondary family income.
Table 3 shows the status of the mar
riage penalty for 1984, the first year
that the full tax deductions under
ERTA will be in effect; a comparison
with Table 1 indicates the changes
which will result. Obviously a deduc
tion of this sort will reduce but not
eliminate the tax penalty on mar
riage. For example, the penalty on a
married couple who each have ad
justed gross incomes of $30,000
would be reduced from $3,654 to
$1,722 or by a total of $1,932.
A possible criticism of the deduc
tion method is that it is not an even
reduction for all two-earner couples.
Since a deduction is beneficial in
accordance with the marginal tax
rates of taxpayers, the secondary in
come deduction is of more value to
married couples with higher in
comes. While the married couple
splitting $60,000 of income in the
previous example was able to save
$1,932, a couple evenly dividing
$40,000 of adjusted gross income
would gain only $1,044 in tax relief.
In response to this criticism,
however, it should be noted that the
marriage penalty itself is most se5Qualified earned income is technically
defined in ERTA. For example, it does not in
clude retirement plan distributions, deferred
compensation, or certain wages when one
spouse is employed by the other. Also, com
munity property laws are ignored so that
earned income is attributed to the spouse
who actually performs the services to earn
the income.

vere for high-income families. Apply
ing a judgment criterion of vertical
equity does not seem appropriate, as
the purpose of the provision is to
seek equity in a different form —
namely between two-earner married
couples and two-earner unmarried
couples. It may thus be argued that
tax relief should be unequal since
the underlying problem penalizes
families unequally.
A further criticism of a deduction
is that it does not resolve the un
derlying issue of marriage neutrality.
Both the marriage penalty and the
marriage bonus continue to exist.
Again looking at Tables 1 and 3, one
can see that there has been no ap
preciable change in the scope of the
marriage tax. The size of the mar
riage penalty has shrunk, but the
penalty continues to occur in all of
the squares where it had occurred
prior to ERTA. A deduction,
therefore, does not involve a
theoretically consistent tax policy
regarding the treatment of marital
status. Sometimes couples are
rewarded for being married; at other
times they are penalized.
In defense of the deduction ap
proach to alleviating the tax penalty
on marriage, however, there is no
simple proposal which would not
suffer from significant drawbacks.
An alternative which has a great
deal of surface appeal, for example,
is to allow married couples to file
separate tax returns and use the tax
rate schedule (and other tax rules)
for single taxpayers. Such an elec
tive filing technique would directly
attack the objectionable symptom of
the current tax system; married
couples would be relieved of the
marriage penalty by being allowed
to use the tax rules for unmarried
persons.
Unfortunately, this procedure
would resurrect the inequitable
treatment of unmarried persons.
Consider a married couple with a
1984 taxable income of $40,000
divided equally between them. Their
tax, if they each were to file as single
persons, would total $6,410. An un
married individual with $40,000 of
taxable income would incur a tax of
$9,749, an amount 52 percent higher
than the tax of the married couple.
This situation appears unacceptable
when one recalls that in 1969 Con
gress found a 41 percent difference
to be objectionable.

Special deductions do not
resolve the underlying issue of
marriage neutrality.

Also, allowing married couples
the option of filing separately is a
one-sided solution to the issue. The
marriage penalty is erased, but mar
riage neutrality has not been
achieved. The married couple whose
income is derived entirely (or almost
entirely) from one spouse would still
enjoy a marriage bonus.
Another drawback of this proposal
is that it would add complexity to the
tax return preparation process.
Many couples would have to com
pute their taxes both ways to deter
mine whether they would receive
more advantage from income split
ting on a joint return or from using
the same standards as single per
sons. This would involve three com
putations — one for each spouse
separately and one for the couple if
they were to file jointly.
In the final analysis, then, the at
tractiveness of the two-earner
deduction is in its short-run and
practical results rather than in a
long-run theoretical justification. It
reduces the marriage penalty im
mediately and leaves a more con
suming treatment of the issue to the
future. One might regard it as a com
panion to the relief of the single tax
payer which was enacted as part of
the Tax Reform Act of 1969. Just as
that legislation dealt with the singles
tax penalty not eliminating it but by
reducing it to bounds which Con
gress considered to be tolerable, so
too the current deduction decreases
the size of the marriage tax to what
proponents might argue to be an
acceptable level.

Conclusion
The essence of the marriage
penalty is that in some situations a
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TABLE 3
Marriage Bonus (+) And Marriage Penalty (- )
Under ERTA (1984) Tax Provisions
WIFE’S ADJUSTED
GROSS INCOME
50,000

+ 2,861

+ 1,344

+ 356

-

528

- 1,274

- 1,844

- 2,226

- 2,630

- 2,830

- 3,062

- 3,212

45,000

+ 2,521

+ 1,144

+

156

-

668

- 1,274

- 1,844

- 2,226

- 2,630

- 2,830

- 2,930

- 3,062

40,000

+ 2,171

+

879

+

56

-

768

- 1,334

- 1,744

- 2,126

- 2,530

- 2,730

- 2,830

- 2,830

35,000

+ 1,727

+

629

-

134

-

768

- 1,334

- 1,724

- 1,946

- 2,330

- 2,530

- 2,630

- 2,630

30,000

+ 1,458

+

448

-

180

-

779

- 1,130

- 1,520

- 1,722

- 1,946

- 2,126

- 2,226

- 2,226

25,000

+ 1,152

+

268

-

198

-

670

-

978

- 1,143

- 1,520

- 1,724

- 1,744

- 1,844

- 1,844

20,000

+

844

+

135

-

205

-

492

-

648

-

978

- 1,130

- 1,334

- 1,334

- 1,274

- 1,274

15,000

+

540

17

-

177

-

338

-

492

-

670

-

779

-

768

-

768

-

668

-

528

10,000

+

376

-

73

-

91

-

177

-

205

-

198

-

180

-

134

-

56

-

156

-

356

5,000

+

193

-

85

-

73

-

85

+

135

+

268

+

448

+

629

+

879

+ 1,144

+ 1,344

0

+

0

+

193

+

376

+

540

+

844

+ 1,152

+ 1,458

+ 1,727

+ 2,171

+ 2,521

+ 2,861

20,000

25,000

30,000

35,000

40,000

45,000

50,000

0

5,000

10,000

15,000

HUSBAND’S ADJUSTED GROSS INCOME

Table assumes no dependents and that deductions are not itemized;
AGI figures are before the new two-earner deduction (to be consistent with Table 1)

couple pays more taxes by filing as a
married couple than they would pay
if they were to file as two single in
dividuals. This unintended result of
congressional tax changes has
caused some couples to turn to
divorce-and-remarriage or to
divorce-and-living-together as a
means of tax savings, with the latter
technique being less risky in light of
current IRS policy.
Some of the aspects of the mar
riage tax which have made revision
desirable are the disincentive for
taxpayers to get or to remain mar
ried, the disincentive for married
women to work outside of the home,
and the threat to the fairness of and
respect for the tax system.
To alleviate the problem of the tax
penalty on marriage, Congress
enacted a two-earner deduction as
part of the Economic Recovery Tax
Act of 1981. This provision will, when
fully phased in 1983, grant a 10 per
cent deduction on the first $30,000 of
earnings of the secondary wage
earner. While not a comprehensive
cure which eliminates the underly
ing ailment, it is a treatment which
10/The Woman CPA, October, 1982

relieves the most serious symptom
until a more thorough approach to
the issue can be mounted. As one
author has noted somewhat
philosophically, “we cannot ignore
the opportunity to make small but
positive changes while waiting for a
massive tax reform which may never
come.” [Rosen, 1977.]. Ω
REFERENCES
Douty, H.M. “The Slowdown in Real Wages:
A Postwar Perspective.’’ Monthly Labor
Review (Volume 100, August 1977), pp. 7 - 12.
Johnson, Beverly. “Marital and Family
Characteristics of the Labor Force, March
1979.’’ Monthly Labor Review (Volume 103,
April 1980), pp. 48 - 52.
Michigan Law Review (Editorial Board).
“The Haitian Vacation: The Applicability of
Sham Doctrine to Year-end Divorces.
Michigan Law Review (Vol. 77, No. 5, pp. 1332
- 1354.
Rosen, Harvey S. “Is It Time to Abandon
Joint Filing?” National Tax Journal Vol. XXX,
No. 4), pp. 423 - 438.
Schiffman, Jacob. “Family Characteristics
of Workers, 1959.” Monthly Labor Review
(Volume 83, August 1960), pp. 828 - 836.
Slater, Courtenay, “Statistics Reveal Three
Distinct Phases in Growth of Women in Labor
Force.” Business America (Volume 2, March
26, 1979), pp. 20-21.

John M. Strefeler, CPA, Ph.D., is
associate professor of accounting at
the University of Nevada-Reno. He
was formerly with the faculty of the

University of Hawaii, and holds mem
bership in AAA, NAA, and the Na
tional Tax Association-Tax Institute
of America.

Practical Experience
For Accounting
Educators
What Are The Problems?

By Abdel M. Agami, Ula K. Motekat, and Stanley E. Warner, Jr.

In April 1982 the first accounting
programs were accredited by the
American Assembly of Collegiate
Schools of Business (AACSB). While
the standards used to evaluate
accounting programs are, by and
large, similar to the standards used
to judge business programs, one of
the new standards for accounting
programs is different and unique: it
is the professional experience re
quirement. In its interpretation of this
standard, the AACSB states:
A significant proportion of all
faculty should strive to obtain
relevant professional account
ing experience regularly
throughout their professional
careers. “Regularly” means at
lest sixty days of experience
within the most recent five-year
period. “Relevant” means the
experience should be related to
the subject matter content of
the courses generally taught by
the faculty member.
Such experience may in
clude, but is not limited to, 1)
consulting with and employ
ment by business, public ac
counting, governmental and
other not-for-profit organiza
tions, 2) serving on technical

committees of professional and
academic organizations, 3)
serving on boards of directors,
and 4) developing case
material which involves sub
stantial exposure to practice
problems of the accounting
profession. [AACSB, 1981]
Since the accreditation process
can work only if enough faculty
members satisfy this requirement,
the authors decided to find out
whether accounting educators are
willing to meet this standard.

THE RESEARCH DESIGN
A questionnaire was chosen as an
appropriate method of obtaining the
faculty’s reaction to the experience
standard. To get a representative
sample the questionnaire was
mailed to 525 accounting faculty
members (approximately ten per
cent) chosen randomly from
Hasselback’s Accounting Faculty
Directory 1980-81. [Hasselback,
1981] By the cut-off date usable
responses had been received from
215 faculty members, a response
rate of forty-one percent.
In order to determine whether the
respondents were a fair representa
tion of the sample, the two groups

were compared on the basis of cer
tain characteristics listed in the
Directory. Table 1 shows this com
parison. It can be seen from this
table that, with two exceptions, the
rates of response are clustered
around the overall rate of forty-one
percent. The two exceptions are the
responses from women and from
holders of professional certificates.
In both cases, the number of people
with the characteristic was probably
undercounted in the sample. In the
case of sex, an addressee was
classified as female only if the first
name was given in the Directory and
was unequivocably female. A person
listed with a first named used by both
sexes, with an unusual first name, or
with initials only was therefore
classified as male. In the case of pro
fessional certification, the Directory
probably omitted this fact for faculty
recently certified.
The questionnaire consisted of
two parts. The first part asked faculty
members whether they were in
terested in obtaining professional
experience and, if so, how they
would like to do it. These questions
were designed to find out not only for
whom professors want to work, but
also what kind of work they want to
do, when they want to do it, and how
much remuneration they expect. The
second part of the questionnaire
asked for personal data from the
respondents. These questions were
included to see whether differences
in responses could be attributed to
certain characteristics such as rank,
age, sex, publication record, pre
vious accounting employment,
teaching areas, etc.

THE SURVEY RESULTS
Of the 215 respondents to the
survey, 147, or well over two-thirds,
expressed an interest in working for
a CPA firm to satisfy their relevant
professional experience require
ment. Of these 147, fifteen female
and ninety-three male faculty mem
bers (fifty percent of all respondents)
ranked employment by a CPA firm as
their first choice for employment.
This response surely is an indication
that a sizable proportion of account
ing educators will look to the public
accounting profession for help in ac
quiring relevant accounting ex
perience. To assist the profession in
meeting this demand, this article
describes the responses by the 108
The Woman CPA, October, 1982/11

TABLE 1

Rates of Response by Rank, Sex, Professional
Certificate and Teaching Institution
Sample
n = 525
n
%

Rank:
Professor
Associate Professor
Assistant Professor
Instructor, Lecturer, etc.

Respondents
n = 215
n
%

Rate of
Response
41%
%

165
122
155
83

31
23
30
16

66
58
70
21

31
27
32
10

40
48
45
25

472
53

90
10

184
30
1

86
14

39
57

332

63

163

76

49

AACSB Accredited Schools
with doctoral programs
without doctoral programs
Total at Accredited Schools

132
228
360

25
43
68

55
98
153

25
46
71

42
43
42.5

Non-Accredited Schools

165

32

62

29

38

Sex:
Male
Female
No answer

Holders of CPA/CMA
Certificates:
Faculty Teaching at:

______________________________________

TABLE 2

Previous Accounting Experience of 108 Respondents
No Previous
Previous Full and/or
Experience
Part-time Experience
with CPA Firms
with CPA Firms
Previous Experience in:
Self-employment
Consulting only
Business only
Business and consulting
Business and self-employment
Consulting and self-employment
Business, consulting, and self
employment
Respondents with Other Previous
Experience
Respondents with no Other Previous
Experience
Total Respondents
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1
4
7
3
1
5

4
10
7
13
2
13

7

10

28

59

10

11

38

70

faculty members and examines the
implication for the prospective
employers. This will be done by
answering, in turn, the questions:
Who wants to work for CPA firms?
What do they want to do? When do
they want to work? What compensa
tion do they expect, and for what
firms to they want to work?

Who Wants to Work for
CPA Firms?
According to the survey results,
the professional background of the
108 respondents is compatible with
their employment interest. Over
three-fourths have CPA Certificates,
and the majority have previously
worked for CPA firms, either parttime, full-time, or both, as Table 2
shows. It can also be seen from this
table that only ten percent have no
previous accounting experience
whatsoever, whereas well over half
have two or more kinds of account
ing experience. The previous ac
counting experience of the fifteen
women follows the pattern of the
men and is therefore not shown
separately.
This variety of previous account
ing experience means that some
faculty members may have had ex
periences which regular staff mem
bers in CPA firms lack, whereas
others are less qualified than junior
staff members. Schedulers used to
professional staff with a known and
predictable level of experience will
have to pay special attention when
assigning faculty to jobs.
If the Cohen Commission Report
was correct in seeing a widening
schism between academia and the
accounting profession [AICPA,
1978], the results of this survey
should be encouraging to both
academic and public accountants.
The 108 respondents primarily in
terested in working in CPA firms
tend to be younger and in lower
academic ranks than all respond
ents, raising the hope that through
their employment in CPA firms they
will help to bridge the schism. While
the women are slightly younger than
the men, almost half (sixty percent of
the women and forty-six percent of
the men) are under age forty, and
over four-fifths are under age fifty.
Only twenty-two percent of this
group are full professors, whereas
thirty-one percent of all respondents
are in the higher academic rank.

Sixty-two percent have a doctoral
degree; eight percent are ABD.
The scholarly output, as measured
by presentations of papers at profes
sional meetings and publications in
professional journals, is somewhat
less for the 108 respondents in
terested in CPA employment than for
the 215 respondents as a whole.
About thirty percent have less than
six publications and no presenta
tions, and another forty percent have
less than six publications and/or
presentations. This low scholarly
output is understandable since the
108 respondents tend to be in the
lower academic ranks, and scholarly
output is closely associated with
academic rank. Of those with no
scholarly output, seventy-seven per
cent are below the associate profes
sor level and eighty percent are
below the full professor level. On the
other hand, almost ninety percent of
those with high scholarly output are
associate or full professors.
For the female respondents, too
scholarly output and academic rank
are correlated. Since the women in
this group tend to be younger and in
lower academic ranks than the men.
their scholarly output is lower.
The age, academic rank, and
education of the 108 faculty mem
bers point to a potentially serious
problem when they work for a CPA
firm. Their lack of previous ex
perience may result in their being
supervised by staff members much
younger and less educated than they
are. How will the professors and the
staff members react to these delicate
situations?

What Do They Want To Do?
Specifically, do the 108 faculty
members want to broaden or deepen
their accounting knowledge while
working in a CPA firm? The answer
is: both. Although most of them want
to do what they teach, they also want
to work in areas where they have not
taught, as Table 3 shows. The table
also shows that virtually all faculty
members are flexible and interested
in working in more than one area.
Since the areas in which account
ing educators want to work will play
a major role in faculty assignment by
CPA firms, this section will take a
closer look at five areas: auditing,
taxes, systems, professional
development, and research.

TABLE 3

Teaching Areas and Work Interests
of 108 Respondents

Working Interests:
Financial (n=88)
Cost (n=51)
Auditing (n=61)
Systems (n=43)
Taxes (n=54)

Financial
n=85

Cost
n=51

81
42
52
24
41

43
29
24
12
23

Auditing
Since CPA firms are best known
for their auditing function, it is un
derstandable that the majority of the
108 respondents want to do auditing.
What is surprising is that over
one-fourth do not. Their work
preferences are shown in Table 4.
It is also noteworthy that of the 61
faculty members who want to work in
auditing, only 26 teach auditing
now, or have taught it in the past.
Unless the other 35 educators plan
to teach auditing in the future, they
may find that working as auditors
does not qualify as “relevant” pro
fessional experience for them, since
the AACSB may interpret “rele
vance” to denote a direct relation
ship between the work done and the
subjects taught.
If some or all of these 35 educators
plan to teach auditing in the
future, they provide the CPA firms
with a unique opportunity: the firms
can show the future auditing
teachers through actual cases what
knowledge they would like to see in
the graduating students they will
recruit in the future.
The 29 faculty members who teach

Teaching Areas
Audit
Systems
n=29
n=12

24
13
26
6
10

8
6
6
2
2

Tax
n=33
23
12
9
5
32

auditing are probably of particular
interest to CPA firms. Their work
preferences are shown in Table 5. It
shows that, although their first
choice is auditing, they are very flex
ible and would also like to work in
other areas. An interesting fact is
that six of these 29 auditing teachers
have never worked in CPA firms.
Taxes
Table 3 shows that of the 108 re
spondents, 33 teach taxes (thirty-one
percent), 54 want to work in taxes
(fifty percent), and 32 of the tax pro
fessors want to work in the tax area.
CPA firms may be able to assign
these 32 tax professors to planning
research, or return preparation in
their tax departments. But the 22 pro
fessors who have not taught taxes
and yet are interested in tax work
raise two important questions: (1)
Can the CPA firms find meaningful
work for them? And, (2) if so, will
such work qualify as relevant
experience for non-tax professors?
Systems
Only 12 of the 108 faculty members
(eleven percent) teach systems, as
Table 3 shows, while 43 want to work
in systems (forty percent). Only two

TABLE4
Work Preferences of 28 Faculty Members
Not Interested in Audit Work
Work Preference
Taxes
Professional Development
Financial Accounting
Research
Managerial Accounting
Systems

Number of
Faculty Members
22
22
21
10
4
1
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TABLE 5

Work Preference of 29 Respondents
Who Have Taught Auditing
Work Preference
Auditing
Financial Accounting
Professional Development
Taxes
Managerial Accounting
Research
Systems

of the twelve systems professors
want to work in their teaching area,
the lowest proportion for any teach
ing area. The 41 professors who do
not teach systems but are interested
in working in that area raise the
same two questions as the 22 non
tax professors discussed previously
about availability of meaningful
work and qualification of the work as
relevant experience.
The preceding descriptions of the
teaching areas and work interests of
the 108 faculty members highlight
the problems the professors and the
CPA firms may have to face in work
ing together. On the one hand, these
faculty members are flexible in their
work interests, enabling the firms to
assign them to a variety of tasks. On
the other hand, many faculty mem
bers would like to work in areas in
which they have never taught or
worked, probably necessitating a lot
of on-the-job training by the employ
ing CPA firms and running the risk
that such employment will not
qualify as relevant professional
experience for the faculty member.
Professional Development
Of the 108 respondents, 76 want to
work in professional development
(seventy percent). This high positive
re
sponse is probably due to two fac
tors: (1) faculty may feel most com
fortable offering their services in this
area, because conducting profes
sional development seminars
closely resembles classroom teach
ing, and (2) the respondents may
have thought that they could offer a
valuable service, especially to small
CPA firms who lack enough person
nel to allow a high-ranking member
of the firm to concentrate on new
developments in accounting and
taxes. These firms could, instead
14/The Woman CPA, October, 1982

Number of
Faculty Members

26
24
19
10
8
8
4

hire accounting teachers who must
keep up with new developments in
their teaching areas and could
therefore keep the professional staff
up-to-date.
It should probably be pointed out
that only the preparation of the pro
fessional development seminars will
qualify as relevant professional ex
perience, the mere running of the
seminars will not. The reason may
be that the educators do not learn
anything about practical accounting
problems if they simply transfer their
theoretical knowledge to their public
accounting audience in these semi
nars. To meet the professional ex
perience requirement, professors
may have to familiarize themselves
with the firm’s clients and their prac
tical problems and then present their
findings and solutions like case
studies in their professional
development seminars.
Research
Of the 108 faculty members, 74 ex
pressed an interest in doing
research while working in CPA firms
(sixty-nine percent). The majority of
these 74 educators, as Table 6
shows, have little or no scholarly
output as measured by presenta
tions of technical papers and
publication of articles.
The high interest in doing
research, coupled with the low
scholarly output, points out a poten
tial problem. Given the emphasis on
scholarly research in universities,
these faculty members may want to
do research which will lead to
publications and presentations. The
CPA firms, on the other hand, may
want them to solve practical prob
lems arising during the course of an
engagement which are not suitable
for publication.

At the same time, the faculty’s in
terest in doing research presents
CPA firms with the opportunity to in
fluence future research topics by
guiding the faculty members work
ing for them into researching practi
cal problems and away from more
esoteric research areas.

When Do They
Want To Work?
Employing faculty on a temporary
basis will pose problems for CPA
firms who must staff engagements
over a period of time. However, the
faculty members interested in work
ing for CPA firms show a surprising
flexibility which should reduce the
difficulties of work assignment.
Ninety-five of them (eighty-eight per
cent) will work during the summer,
giving their employers an extended
period of time, unfortunately during
the slack season. Ninety-nine
(ninety-two percent) will work while
on sabbatical or unpaid leave,
resulting in an even longer working
association. However, not all univer
sities grant paid sabbatical leaves,
and unpaid leave may require higher
compensation of faculty. Fifty-seven
of them (fifty-three percent) will work
regularly during the semester, for in
stance one day a week, thus provid
ing continuity in their association
with the CPA firm but raising ques
tions about the type of engagement
which can be carried out during only
a few hours a week. Finally, forty-five
faculty members (forty-two percent)
will work during vacations, other
than the summer break, enabling
CPA firms to use them on engage
ments of short duration. If these
vacations include the month of Janu
ary, as is becoming common, CPA
firms can get temporary faculty help
during their busy season.
Only five percent of the 108 faculty
members limit themselves to work
ing only while on leave or during the
summer; all others are willing to
work at various times during the
year. This flexibility on the part of the
accounting educators should help
their prospective employers in
scheduling their work assignments.

What Compensation
Do They Expect?
It is obvious that faculty members
would be happy if CPA firms com
pensated them for their time at a

higher rate than their universities.
When asked whether expense reim
bursement alone would be sufficient,
eighty-four percent said no. Clearly,
some compensation is expected.
Most of them expect this compensa
tion level to be at or above their
academic salary, but a surprising 28
of them, including seven women, are
willing to work for less than their
academic rate of pay. The findings
that some faculty are willing to work
for expense reimbursement only and
that over a fourth of them are willing
to work for less than their academic
salary shows that many faculty mem
bers are willing to make a significant
financial sacrifice to obtain profes
sional experience.

What Firms Do They
Want To Work For?
The surprising answer is: not only
for the Big 8. In fact, less than one
fourth (twenty-two percent) would
limit themselves to working for large,
national firms. Over one-half (fiftyfour percent) of both the men and the
women responded favorably toward
working for small, local firms. The
implication of these responses is
that small, local firms cannot
assume that the large national firms
alone will have the responsibility for
providing relevant accounting ex
perience. The few large firms cannot
possible accommodate the large
number of faculty who will be look
ing for public accounting ex
perience. The small firms will
therefore have to share the respon-

Abdel M. Agami, CPA, Ph.D., is pro
fessor of accounting at Old Domin
ion University. He is a certified
public accountant in New York and
Virginia, and is a member of AAA,
AICPA, NAA, NYSSCPAs, and
VSCPAs. He is an earlier contributor
to The Woman CPA, and has been
published in other academic and
professional journals.

TABLE 6

Scholarly Output of 74 Respondents
Interested in Research
Published Articles
Presentations at
Professional Meetings

None

1 -5

6 - 10

Over 10

Total

15
7

4
19
7
2
42

4
2
2
8

1
2
9
12

19
31
11
13
74

None
1 -5
6 - 10
Over 10
Total

22

sibility and, fortunately, many faculty
members would like to work for
them.

CONCLUSION
The answers to the previous ques
tions show that faculty are interested
in acquiring relevant accounting ex
perience by working for CPA firms
and that they are flexible in when
they will work and what kind of work
they will do. But the public account
ant may still have one question: will
accounting professors view their
work with CPA firms as an integral
part of their academic careers? The
answer is a resounding yes. Over
one-half (fifty-one percent) believe
the CPA firm’s evaluation of their
performance should be furnished to
their academic departments. But
beyond that, forty-eight percent
believe it should influence their
raises, and over three-fourths (sev
enty-six percent) believe it should
affect promotion decisions.

Ula K. Motekat, CPA, DBA, is profes
sor of accounting at Old Dominion
University. She is a member of
AWSCPA, ASWA, AICPA, and AAA.
Dr. Motekat is a former editor of The
Woman CPA, and presently serves
this publication as column editor for
the International Accounting Depart
ment.

Finally, both academic and public
accountants may wonder whether
working for a CPA firm will have an
impact on the faculty’s research and
teaching. Certainly, that is the
faculty’s expectation. Sixty percent
felt it should be relevant to their
research, while eighty-eight percent
felt it should be relevant to their
teaching. If the public accounting
profession can meet these expecta
tions, practice and education will
meet, both in research and in the
classroom. Ω
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A Reconsideration
of Capitalizing
Interest Costs
An Even ‘Closer Look’

“led to a conservative income
measurement and often was not a
material element in income deter
mination” (Ramsay, p. 3).
Given this manner of using
materiality as a justification for in
cluding interest as a cost of acquisi
tion, would logic dictate that if in
terest rates began a significant
decline that noncapitalization of in
terest would again be most appropri
ate? Perhaps some form of the
lower-of-or-market method might be
designed with some benchmark rate
specified as the “cost rate” to regu
late when to capitalize. An alter
native to this not so unrealistic bit of
sarcasm is presented later in our
discussion.

The Historical Cost Principle
as Basis for Capitalization

By Donna A. Dingus and Roland L. Madison

The fall of 1979 saw the issuance
of two very controversial standards
by the Financial Accounting Stand
ards Board (FASB). These were
Statements No. 33 and No. 34. This
discussion is confined to the latter
Statement since a wealth of empiri
cal evidence about the problems en
countered with the inflation account
ing statement (SFAS No. 33) is being
published in the literature, and SFAS
No. 34 certainly deserves equal in
dividual treatment.
It appears that the Board will con
tinue to compound the problems of
SFAS No. 34 with other pronounce
ments related to the capitalization of
interest (SFAS Nos. 58 and 62)
unless some rather logical objec
tions are raised. Perhaps it is not too
late for the Board to reconsider
Statement No. 34 as it has done in
the past when it became apparent
that such deliberations were
necessary.
Earlier this year, Professor Ram
say (The Woman CPA, April, pp. 3-7)
titled his article “Capitalizing In
terest Costs: A Closer Look.” After a
thorough reading of that article and
related accounting literature, it is
difficult to comprehend why he sin
cerely maintains that support for
Statement No. 34 by the accounting
16/The Woman CPA, October, 1982

profession is proper. Many of his ob
servations show that he in fact does
grasp, but to a lesser degree, the ex
tent and significance of the concep
tual problems that are associated
with SFAS No. 34 and the pragmatic
problems that it actually instigates.
The approach in this article is to
take “an even closer look” at SFAS
No. 34 in terms of Professor Ram
say’s article, and in several in
stances highlight some of the points
we perceive as rather serious
problems.
It is believed that many business
people and academicians will agree
that a prompt reconsideration of
SFAS No. 34 is in order. The prob
lems discerned in many cases will
be made evident by asking some
rather provocative questions about
the logic and theory supporting the
capitalization of interest.

Rising Interest Rates:
A “Material” Concern
The relatively rapid and con
tinuous rise in interest rates during
the past decade was given as a
justification for the capitalization of
interest as an element of the acquisi
tion cost for selected assets. Prior to
this trend, the rationale was that
noncapitalization with lower rates

The second and certainly more
logically sounding justification pre
sented for the capitalization of in
terest is the applicability of the “cost
principle.” Upon closer scrutiny, this
justification has more holes than
(and the aroma of) a fisherman’s net.
For an expenditure to be
capitalized, two tests have been
historically common throughout the
accounting literature (e.g. Paton and
Littleton, 1940; APB Statement No. 4,
1970):
1. cost must be bona fide and
2. the asset must have future
benefits.
The first point requires the item in
question be a true and genuine cost
(economic sacrifice) that was ac
tually incurred and was reasonable
and necessary for the acquisition of
the asset. The latter test requires the
enhancement of the economic use
fulness or value of the resource as a
result of the cost incurrence.
An elaboration on the first point as
an entirely separate and extensive
topic concerning interest as being
an opportunity cost, an avoidable
cost, and only one element of the
economic cost of capital in total of
the firm is beyond the scope and
space limitations possible in a single
journal article. Some brief refer
ences, however, must be made to
this point in our overall discussion.
There has been sufficient discus
sion and development in the
literature to consider the latter point
to a reasonable conclusion.
Presumably the reader accepts the

Conceptual Framework Project as a
legitimate basis for the development
of generally accepted accounting
principles. If so, the “future benefits’’
test that allows interest to be
capitalized as an asset would re
quire that the outlay must “con
tribute directly or indirectly to future
net cash inflows” (SFAC No. 3, 1980,
p. 9). If this potential cannot be dem
onstrated, interest should be re
jected as a cost of asset acquisition.
As discussed by Professor Ram
say (p. 6), the Board had three alter
natives to consider. The result was
obviously a compromise standard
that was passed by a vote of 4 to 3
with FASB Chairman Kirk casting a
dissenting vote.
As Hendriksen (1982), who even
appears to be somewhat supportive
of SFAS No. 34, stated the case:

There is little justification for
adding interest in one case and
not in the other (meaning the
comprehensive capitalization
of a normalized cost on all
funds used). It is difficult to
argue that a building is more
valuable simply because it was
constructed with borrowed
funds rather than funds ac
quired by the sale of stock (pp.
350-351).
His discussion is logically ex
tended to a point Professor Ramsay

mentioned in his article. Hendriksen
continued:
Furthermore, since funds are
generally commingled, there is
no way of determining what
proportion of the asset is fi
nanced by debt equity and what
proportion by stockholder’s
equity, except in a new firm (p.
351).
Persons with exposure to in
dustrial accounting at the corporate
level no doubt understand why

senior financial officers and cash
managers of large integrated en
tities would agree with this rational
and quite practical statement. In
fact, one outspoken comptroller of a
major U.S. corporation stated that
the “GAAP” between accounting
and economic reality is widening
(D.R. Borst, TWIR, July 23, 1982). His
suggestions included the abolition
of deferred tax accounting, the non
capitalization of leases, and charg
ing interest to expense as a period
cost. Overall, he merely advocated a
return to the simple economic reality
of events as viewed by management
in their decision-making processes.

Interest Capitalization and
The Conceptual Framework
Project
If the Conceptual Framework
Project is accepted as the basis for
the development of accounting
standards, the question arises if the
capitalization of interest improves
the qualitative content of accounting
information. Pointedly, does the in
clusion of interest in the cost of an
asset provide the users of financial
information with improved decision
making usefulness? Does it provide
the user with more “relevant”
information for decision-making
purposes?
The Board defined this qualitative
characteristic of accounting infor
mation as one giving such informa
tion “predictive value.” This charac
teristic means: “Specifically, it is
information’s capacity to ‘make a
difference’ that identifies it as rele
vant to a decision” (SFAC No. 2,
1980, p. 21). The all-important phrase
“make a difference” may have sev
eral valid interpretations, and one of
these interpretations is a key part of
the Conceptual Framework Project.
Stated as a question: Do the require
ments of SFAS No. 34 assist the
decision-maker “in assessing the
amounts, timing, and uncertainty of
prospective net cash inflows to the
related enterprise” (SFAC No. 1,
1978, pp. 17-18)? Or do they, as Pro
fessor Ramsay notes, provide man
agement with the potential “for
manipulation of reported earnings”
(p. 4)?
The Board stated that: “The pri
mary focus of financial reporting is
information about an enterprise’s
performance provided by measures
of earnings and its components”
(SFAC No. 1, 1978, p. 21). Given this
primary focus, does an accounting
standard that allows for “potential
manipulation of reported earnings”
lend credibility to the qualitative
characteristic of “representational
faithfulness” as discussed in SFAC
No. 2 for such information to be
reliable?
These points have been made to
show that the requirements of SFAS
No. 34 fail to provide users with im
proved information that is either
relevant or reliable (potentially lack
ing representational faithfulness
and freedom from preparer bias) as
well as failing to meet one of

Does inclusion of interest
costs “make a difference” in
the predictive values of
financial statements?

the primary objectives of financial
reporting.
In short, SFAS No. 34 lacks con
sistency with the Conceptual Frame
work Project and sound accounting
logic. It is a compromise standard
with little theoretical justification.
This is the type of position that can
not be maintained for any period of
time without numerous amendments,
interpretations, and eventually
supercession (e.g. SFAS Nos. 8 and
13 and quite likely No. 33).
Accordingly, the Board should
review this Standard and either
return to the treatment of interest as
a financial cost of the period in
which it is incurred or accept that all
funds, regardless of their source,
have an economic cost and capital
ize these as a portion of the assets’
cost. If there is to be a form of
capitalization, the authors prefer an
attempt at a direct cause and effect
association. This may be ac
complished by tracing funding ap
provals from the Board of Directors
as reported in their respective
minutes to the segregation of the
funding proceeds to the approved
projects. All other charges would be
treated as period costs instead of
being tossed into a general interest
pool awaiting an arbitrary allocation
approach to be applied. If an all-in
clusive capitalization is chosen, the
Board may consider using the
weighted average cost of capital (all
funds) as a basis for determining the
total amount of cost to be
capitalized.

Several Observations About
‘A Closer Look’ at the
Capitalization of Interest
Several other points gleaned from
the article (Ramsay, 1982) show that
a closer look at interest capitalizaThe Woman CPA, October, 1982/17
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tion is needed. It was stated that the
Internal Revenue Code allows the
taxpayer to either capitalize interest
as an asset cost or deduct it as an
expense. With the latter treatment
being chosen more often, “the
resulting economics of SFAS No. 34
have a negligible effect upon cash
flow but a noticeable impact on
reported financial information’’
(Ramsay, 1982, p. 4).
Is this desirable and consistent
with the objectives of financial
reporting for potential users attempt
ing to determine the timing, amount,
and uncertainty of cash flows? Does
this enhance the primary qualitative
characteristic of providing “rele
vant” information if the potential im
pact on reported earnings is signifi
cant but the impact on cash flows is
negligible? (Do these questions
sound somewhat familiar?)
The answer seems to be a re
sounding “NO” in each case. The
effect of SFAS No. 34 is to widen the
difference between reported earn
ings and income tax accounting and
distort the Deferred Income Tax ac
count even more when compounded
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with the effects of the Economic
Recovery Tax Act of 1981. These
combined points make income tax
allocation and the deferred income
tax account even less useful for
users of financial statements who
are attempting to predict future cash
flows.
Another observation is “an abuse”
by management described as the
“increased opportunities for
manipulation of reported earnings”
(Ramsay, p. 5) by altering the man
ner of funding expansion programs.
How can the application of promul
gated generally accepted account
ing principles (GAAP) be called an
“abuse?” If management chooses to
fund a project by debt rather than
equity or internal retention of funds
(indirect equity), and thus have a
favorable effect on reported earn
ings, how can anyone label this an
abuse? It is simply good financial
management—not to mention being
mandated by the Board. Obviously
the Board, via SFAS No. 34, is the
cause of the “potential abuse.”
The Board has simply opted for an
alternative to pacify two extremes

and has created the opportunity for
potential abuse in several different
manners as discussed by Ramsay.
To pursue this thought further, con
sider what may happen when in
terest rates decline, as they have
done recently, to a point where the
capitalization of interest costs is no
longer deemed material by some en
tities, and yet material by others. It
will be more interesting to observe
interfirm comparability of earnings,
ratio and cash flow analysis become
quite distorted—and all in the name
of GAAP via SFAS No. 34. Perhaps
this will be the point where the Board
will introduce a benchmark interest
rate (materiality quantified by the
piecemeal approach, e.g. APB Opin
ion 15 — 3% dilution test) to deter
mine when capitalization is ap
propriate. This will certainly assist in
the establishment of interest as a
bona fide cost to be included as an
asset.
The final point that merits some
discussion is contained in the con
clusion of the article. “The Board
has applied cost/benefit considera
tions ... for better reflecting the eco
nomic reality of business enter
prises” (Ramsay, p. 7). The Commit
tee on Concepts and Standards for
External Financial Reports (State
ment on Accounting Theory and
Theory Acceptance, 1977) made the
observation quite clearly that the
“cost-benefit” test in many circum
stances, when used as the basis for
the development of accounting theo
ry, was of an abstract nature and not
capable of proof by quantification.
Therefore, one must ask if the Board
used differential cost and benefit
tests of this information required in
SFAS No. 34 on an entity basis, ag
gregative basis or from a decision
making model used by investors and
creditors? As mentioned by the
Committee (1977), if authoritative
boards and writers were taken to
task more often when using the
“cost-benefit” phrase as a justifica
tion for theory, most would simply
admit to administrative dictum or
compromise as the true basis for an
accounting standard.

Conclusion
The questions raised herein merit
an early and closer look at the con
ceptual arguments given as a basis
for the capitalization of interest as
an acquisition cost of selected

assets. Consideration should also be
given to some of the pragmatic
difficulties associated with SFAS No.
34 as mentioned by Ramsay (1982).
There is little justification for con
tinuing with a temporary com
promise standard when many astute
observers can see the problems in
volved with this Statement. A recon
sideration is needed to develop a
more logical and lasting standard in
the area of interest capitalization. Ω
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SEC ACCOUNTING FELLOW PROGRAM
ENTERS ITS ELEVENTH YEAR
The Securities and Exchange Commission is now accepting applications
(until December 31) for its highly successful Professional Accounting Fellow
program. Two individuals will be selected in early 1983 for two-year terms to
begin in the early summer.
Applicants are required to submit background information and a brief
position paper on an accounting subject of interest to them and germane to
the SEC. An announcement describing the program and application pro
cedures is available from the Office of the Chief Accountant, SEC, 450 Fifth
Street, N.W., Washington, D.C. 20549.
According to Clarence Sampson, Chief Accountant, the fellowship candi
date should have one or more years’ of managerial experience in a public
accounting firm, or in an organization which provides equivalent ex
perience. In addition, the applicant should be thoroughly familiar with the
technical accounting and auditing literature as well as current accounting
issues confronting the profession.
Work assignments typically include the study of significant accounting,
auditing and disclosure issues or concepts, participation in the drafting of
financial reporting releases and staff accounting bulletins, evaluation of
current reporting by registrants, interaction with various governmental and
private professional accounting groups and presentations at accounting
conferences and meetings.
The program provides an outstanding opportunity for personal develop
ment and career enhancement. An SEC Fellow deals with a broad range of
issues that develop problem-solving abilities and that provide the individual
with invaluable exposure to the regulatory and standard-setting environ
ment. To date, fifteen alumni of this program have returned to the public
accounting profession. The success of the program is reflected in the con
tinuing benefits to the profession as well as to the former Fellows from the
experience gained while working at the SEC.
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Audit Sampling
A Simplified Updated View

By Russell F. Briner

The process of audit sampling creasing audit efficiency and lessen
probably dates back to the Industrial ing audit costs.
Revolution. Corporate transactions
became so numerous during and Audit Sampling Prior to
after that era that it became impossi SAS No. 39
ble for the auditors to examine every
The justifiable basis of audit sam
transaction in auditing the asser pling arises directly from the audi
tions of financial statements. In tor’s (CPA’s) standard short-form
terestingly enough, however, there audit report as promulgated by the
have been very few guidelines set AICPA. The first paragraph of that
forth in auditing authoritative pro audit report states in part that “Our
nouncements over the years related examination ... included such tests
specifically to audit sampling. In of the accounting records and such
June of 1981, the Auditing Standards other auditing procedures as we
Board (ASB) of the American In considered necessary in the circum
stitute of Certified Public Account stances.” The second paragraph of
ants (AICPA) issued Statement on the audit report then expresses an
Auditing Standards (SAS) No. 39 “opinion” on the fairness of the
entitled “Audit Sampling.”
financial statements. The implica
The purpose of this article is to tion from reading the report should
highlight the significant elements of be clear that not all accounting
SAS No. 39 and to provide insight as records were examined by the
to the effects of this pronouncement auditor but only a portion or “sam
upon the auditing process. In today’s ple” of the accounting records were
business environment the independ examined.
Further justification for applica
ent auditor, the internal auditor and
the management accountant are tion of tests and use of samples is
three important participants in the found in the third standard of field
financial statement auditing proc work of the Generally Accepted
ess. Knowledge of authoritative Auditing Standards (GAAS) of the
guidelines on audit sampling by all AICPA. The third standard requires
three parties should assist in in “sufficient competent evidential mat

ter” to be collected by the auditor to
“afford a reasonable basis for an
opinion regarding the financial
statements under examination.”
Reasonableness, of course, does not
mean absolute certainty and audit
samples are the means of gathering
evidence to afford reasonableness.
The second standard of field work
concerns a study and evaluation of
internal control and the interpreta
tion of this standard by the SAS’s is
also related to audit sampling. In
order to evaluate internal control,
there must be some assurance, but
not a complete certainty, that the in
ternal control system is operating as
intended. Therefore, pertinent con
trol procedures should be tested as
to their effectiveness through tests of
samples of documentary data and by
observation. These tests are called
tests of compliance.
The most often used method for
selecting samples of transactions
over the years has been judgment
sampling. In this method the size
and composition of each audit sam
ple is predetermined by the auditor
based on the experience and
knowledge of the auditor. This
method has the obvious disadvan
tage of leaving a great uncertainty
concerning the risk absorbed by the
auditor. With this uncertainty or risk
in mind, auditors developed statisti
cal audit sampling which measured
risk taken but did not eliminate judg
ments in applying the approach.

Authoritative literature in auditing
was lacking as related to either
judgment or statistical sampling
until 1972. The only references in the
literature prior to 1972 which related
to audit sampling were those pre
viously mentioned concerning the
second and third standards of field
work of GAAS and interpretations
thereof. Most of those references
evolved in the 1930’s and 1940’s.
In 1972 the Committee on Auditing
Procedure of the AICPA (pre
decessor to the ASB) adopted two
statements which were incorporated
as appendixes to SAS No. 1, Sec.
320. These appendixes provided
guidance for the use of statistical
sampling by the auditor. The most
significant aspects of these appen
dixes (SAS No. 1, Sections 320A and
320B) were: (1) authoritative ap
proval of statistical sampling but
notation that use of judgment is not
The Woman CPA, October, 1982/23

The auditor’s risk derives from
not examining every
transaction or piece of data.

following of the statement’s
guidelines should eliminate some of
the variations that have existed
between auditors in sampling and
provide documentation of their work
in complying with the statement
guidelines.
Figure 1 outlines the general con
tent of SAS No. 39 and the following
paragraphs discuss the significance
of this content to the parties involved
in the auditing process.

Sampling and
Nonsampling Risk
reduced by this sampling approach;
(2) discussion of the statistical term
of “precision” and “reliability”; and
(3) discussion of audit factors in
volved in applying statistical sam
pling and setting precision and
reliability levels as related to com
pliance tests and substantive tests
(direct tests of account balances).
As noted in the second appendix
(SAS No. 1, Sec. 320B): “This Appen
dix does not discuss any of the
statistical theory or techniques re
quired to execute a valid statistical
sample ...” The discussion linked
materiality to precision and
reasonableness desired to reliability
levels and discussed the effects on
audit risk of various levels of preci
sion and reliability.”
Until 1981, then, specific guidance
in the authoritative auditing
literature as to the appropriate pro
cedures for audit sampling was
sparse. This situation was changed
with the issuance in June 1981 of
SAS No. 39, “Auditing Sampling.”

The Updated View —
SAS No. 39
SAS No. 39 provides guidance for
planning, performing and evaluating
audit samples. The end result of this
statement most likely will be a more
structured approach to audit sam
pling, both judgmental and statisti
cal. The statement itself approves
both of the above named sampling
approaches but uses the term “nonstatistical sampling” to replace
judgmental sampling. The structure
specified for the auditor’s sampling
approach is significant because the
* Much of the discussion of audit risk, preci
sion and reliability in these appendixes is
common with the treatment of these concepts
in SAS No. 39 and thus further discussion is
deferred to a subsequent section.
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The auditor’s risk derives from not
examining every transaction or
piece of data which underly the fi
nancial statements. One way to view
this risk is to divide the risk into sam
pling risk and nonsampling risk. The
first risk, sampling risk, is the uncer
tainty that the results of an audit
sample will not be representative of
the population as a whole thus lead
ing to an erroneous conclusion
about the population. The items
composing an account balance and
the evaluation of a sample thereof is
an example of risk involvement from
an auditor’s standpoint. Nonsam
pling risk represents uncertainty in
volved in the auditing process other
than from sampling. An error made
by the auditor in performing audit
procedures and not discovered upon
review is an example of nonsam
pling risk. SAS No. 39 is primarily
concerned with sampling risk and
discusses two aspects of this risk for
tests of compliance of internal con
trol and for direct tests of account
balances.
Many auditors and accountants
associated in some way with the
auditing process may become
uneasy when new or unfamiliar tech
nical terms are used related to a
process with which they are
knowledgeable to varying degrees.
This uneasiness, if occurring when
reading SAS No. 39, should not be
evidenced after considering closely
and in a not so technical way the
contents of SAS No. 39. Most of the
terminology used in SAS No. 39
incorporates the basic philosophy
financial auditing has used since its
inception. Some unfamiliar terms
may be introduced but these terms
are basically related to aspects of
auditing which have not changed
much over many years. Such is the
case when considering the two

following aspects of sampling risk
for direct tests of account balances
as specified by SAS No. 39: (1) the
risk of incorrect acceptance and (2)
the risk of incorrect rejection.
Although these terms are new, the
basic underlying concepts involved
are not new.
Financial statements consist of
many account balances and in tak
ing samples of these balances the
auditor faces uncertainity as to
whether the balances are fairly
stated. The auditor attempts to
gather evidence to support fair pre
sentation of the balances but doubt
will always remain as to fairness.
This doubt represents risk in the
auditing process. The auditor may
gather enough evidence to support
fair presentation, but, in fact, the
balance of an account may be
materially misstated. The risk that
the preceding will happen is called
the risk of incorrect acceptance by
SAS No. 39. On the other hand, the
auditor may gather evidence which
indicates (through sampling) that
the account balance is materially
misstated when, in fact, the balance
is fairly stated. The auditor, of
course, does not know that the incor
rect conclusion has been made. The
risk of rejecting the account balance
as not fairly stated when, in fact, the
balance is fairly stated is called the
risk of incorrect rejection by SAS No.
39. In statistical sampling the risk of
incorrect acceptance is referred to
as the Type II or beta risk while the
risk of incorrect rejection is known
as the Type I or alpha risk. SAS No.
39 applies to both statistical and
nonstatistical sampling and the ap
plication of the two types of sam
pling risk does not require statistical
expertise when viewed in connection
with SAS No. 39.
*

In testing internal control, the two
types of sampling risks again may be
applied but in slightly different ter
minology. The risk of overreliance
on internal control is noted by SAS
No. 39 as “the risk that the sample
supports the auditor’s planned
degree of reliance on the control
when the true compliance rate does
not justify such reliance.” The risk of
underreliance occurs when evi*The statement does suggest that the risks
may be quantified (usually in percentage
terms) but such a quantification depends
upon auditor judgment.

FIGURE 1
An Outline of SAS No. 39*
“Audit Sampling”
Purpose — To provide guidance for planning, performing and evaluating audit samples.

I.

II. Uncertainty in audit sampling — Consists of two types of sampling risks in relation to direct tests of details of
account balances or tests of compliance of internal control procedures.
A.
Direct tests of account balances
1.
Risk of incorrect acceptance
2.
Risk of incorrect rejection
B.
Tests of compliance of internal control
1.
Risk of overreliance
2.
Risk of underreliance
III. Planning audit samples
A.
Considerations for direct tests of account balances
1.
Audit objective of test
2.
Materiality level allowable
3.
Allowable risk of incorrect acceptance
4.
Characteristics of population
B.
Considerations for tests of compliance of internal control procedures
1.
Audit objective of test
2.
Maximum rate of deviations allowed
3.
Allowable risk of overreliance
4.
Characteristics of the population
C.
Sample size — determined after assessing the planning considerations
IV. Selecting audit samples — Use of a selection methods that affords all items in population the chance of
selection.
V.
A.
B.

Performance and evaluation of audit samples.
Project error or deviation results of sample to entire population for assessment.
Consider qualitative aspects of errors or deviations in sample results.

VI. Effective Date — Effective for examinations of financial statements on or after June 25, 1982.
*Auditing Standards Board of American Institute of Certified Public Accountants, Statement on Auditing Standards No. 39, “Auditing
Sampling” (June 1981).

dence from a sample does not sup
port the auditor’s planned reliance
on internal control but, in fact, the
procedure(s) being tested does have
a compliance rate which supports
such reliance.
Rejection of an account balance
as being materially misstated and
evidence of unreliable internal con
trol ordinarily result in additional
audit procedures that are performed
until doubts (risks) in these area are
satisfied. The greatest effect on the
auditing process related to this type
of risk (risk of incorrect rejection or
risk of underreliance) is additional
audit time and cost to reduce the
risk. The other type of risk (risk of in
correct acceptance or risk of over
reliance) is the prime danger in
auditing and this risk should be con

sidered very carefully in planning,
selecting and evaluating audit sam
ples. The suggestions of SAS No. 39
concerning the consideration of this
type of risk are explained in the next
section.

Planning Audit Samples
In terms of planning the audit sam
ples there are certain guidelines
suggested by SAS No. 39 which the
independent auditor must follow.
The internal auditor, on the other
hand, may be able to assist the inde
pendent auditor in a most efficient
manner by being knowledgeable of
these guidelines. The management
or corporate accountant may also
add to the efficiency of the independ
ent audit by being aware of the fac
tors involved in planning audit sam

ples. Such awareness by the corpo
rate accountant, for example, would
enable the structuring of data files
so samples could easily be drawn or
providing a visible documentation
trail which could easily be sampled.
The same reasoning used for
knowledge needed for planning
audit samples may also be applied to
selecting audit samples and per
forming and evaluation audit sam
ples which are discussed in the
sections following this one.
Undoubtedly the best sample
results will come from a well plan
ned sample. For direct tests of
details of account balances, SAS No.
39 suggests the following considera
tions:
(1)The relationship of the sample
to the relevant audit objective.
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carefully in planning audit samples.
Some items may be larger in dollar
value than others. Some items may
be of greater relative importance or
risk than others, e.g., a receivable
from a related party or a receivable
from a stockholder. Thus the items of
Although statistical terms are
larger values or relative importance
new, the basic underlying
should be given greater considera
concepts involved are not
tion for inclusion in sample.
new.
The considerations for planning
an audit sample for a compliance
test of an internal control procedure
as specified by SAS No. 39 are:
(1) The relationship of the sample
to the objective of the compliance
test.
(2) The maximum rate of devia
(2) Preliminary estimates of
tions from prescribed control pro
materiality levels.
cedures that would support planned
(3) The auditor’s allowable risk of
reliance.
incorrect acceptance.
(3) The auditor’s allowable risk of
(4) Characteristics of the popula
overreliance.
tion, that is, the items comprising the
(4) Characteristics of the popula
account balance or class of transac
tion, that is, the items comprising the
tions of interest.
account balance or class of transac
In reference to the first considera
tions of interest.
tion suggested by SAS No. 39 in
planning audit samples for direct
In reviewing the considerations in
tests, the primary audit objective is
planning for audit samples of tests of
to test the fairness of the account
compliance, the primary objective of
balance. The population to be tested
a compliance test is to test the extent
should be clearly identified. As
that an internal control procedure is
noted by SAS No. 39 this population
operating as such a procedure was
which should make up the account
so intended to operate. The auditor
balance may include items which
should have some familiarity with
are not presently included in the bal
the expected rate of deviations from
ance. For instance, the omission of
the procedure (usually stated in
recording a sale on account would
terms of a percentage rate deviation)
result in a missing amount from both
and should select the maximum rate
the accounts receivable and sales
of deviation that the auditor would
account balances. In testing the ac
accept and still rely on the selected
counts, the auditor should include a
control procedure. This maximum
consideration of sampling shipping
rate is entitled by SAS No. 39 as the
documents to plan for the discovery
tolerable rate. The higher the toler
of unrecorded sales.
able rate the smaller sample needed
and vice-versa. The allowable risk of
The second consideration in plan
overreliance must be planned also.
ning for direct tests is related in esti
Normally in internal control tests,
mates of materiality levels. The audi
this risk should be kept low because
tor must specify in monetary terms,
of the subsequent reliance on inter
according to SAS No. 39, the max
nal control as basis for reducing the
imum amount of error for an account
balance to be tested which could
extent of tests of account balances.
A typical example might consist of
exist without causing a material
testing the verification of extension
misstatement of the financial state
prices on a sales invoice. The con
ments. The maximum amount of
monetary error is named the toler
trol procedure is the extending and
footing of invoice by a second per
able error by SAS No. 39. If accounts
*The account receivable example illus
receivable had a balance of trated here is not used in SAS No. 39 nor are son and then initialing such verifica
$100,000, the auditor might be will any other numerical illustrations as used in tion. The deviation is an incorrect
ing to accept an error, based on this article from SAS No. 39. Also the state but undetected verification by the
ment (SAS No. 39) does not suggest the pro
sampling results, of up to $10,000 portionate method of projecting sample second individual. The auditor
without modifying the auditor’s judg results as the only method that may be used should know the number of sales in
voices for a period (the population),
ment that the balance was not fairly in projecting sample results.

stated. The $10,000 then becomes
the tolerable error. Note that a sam
ple may have a much smaller error
than $10,000 but when this smaller
error is projected to the population
as a whole, the projected error may
or may not be greater than $10,000.
Using the preceding example,
assume a sample of the accounts
receivable balance representing ap
proximately one-fifth of the account
balance results in a $1,500 total
error between book values and
audited values with book value
being overstated. When projected to
the entire balance on a proportion
ate basis ($1,500 divided by one
fifth), the error overstatement would
be $7,500. This error is less than the
tolerable error of $10,000 and if cor
roborating evidence was supportive,
the account balance could be ac
cepted as fairly stated.
*
The risk of incorrect acceptance
has been previously explained and
also noted as a prime consideration
in planning audit samples. In con
sidering this risk, the auditor con
siders the reliance to be placed on
internal control, the other auditing
procedures performed, the relative
risk as related to the environmental
factors and materiality of account
balance as related to the financial
statements as a whole. Strong inter
nal control, numerous additional
audit procedures or a relatively
small account balance may enable
the auditor to absorb a relatively
large risk of incorrect acceptance in
a particular audit sample. The in
teractive strengths or weaknesses of
the preceding factors will affect the
level of risk. Also the audit consists
of many samples so the risk of incor
rect acceptance may vary from sam
ple to sample. SAS No. 39 does not
require the risk to be quantified in
percentage terms, but in order to
comply with the statement it would
appear that documentation of the
considerations of the risk of
incorrect acceptance would be
necessary.
The items composing an account
balance should be considered
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estimate a deviation rate (e.g., two
percent are incorrectly verified) and
set an allowable risk of overreliance
(e.g., five percent). A sample of in
voices is then selected, tested and
evaluated by the auditor.
Finally, in determining the size of
samples to be taken by the auditor,
either for tests of account balances
or compliance tests, the considera
tions previously discussed must be
evaluated by the auditor and sample
size then determined. For statistical
sampling, the considerations are
quantified and sample size deter
mined on a formula basis (or
through use of appropriate statisti
cal tables). For nonstatistical sam
pling, a judgment is made in regard
to sample size after due considera
tion of the relevant factors.
*
Regard
less of the approach, the sample size
determination process should be
well documented.

Sample Selection
For sample selection SAS No. 39
emphasizes that all items in the
population should have an oppor
tunity to be selected. This concept
applies to samples used in either
direct testing of account balances or
tests of compliance of internal con
trol procedures. Random-based
selection of items is the only selec
tion approach specifically men
tioned in SAS No. 39.

audit opinion. All evidence should
be judged in aggregate concerning
the financial statements taken as a
whole. This includes the evidence
gathered from audit samples. Audit
samples also consist of only part of
the evidence gathered to support
fairness of each account balance or
major class of transactions con
sidered material. Each audit sample
must be evaluated in relation to the
account balance or internal control
procedure related to an account
balance.
SAS No. 39 recommends project
ing the sample results to the entire
population being tested. In direct
tests, the error results would be
projected; in compliance tests the
deviation rate would be projected.
That statement simply notes that
there are several acceptable ways to
project samples results to entire
population but does not recommend
any particular approach.
The qualitative aspects of errors
or deviations should be evaluated as
well as the quantitative effects. SAS
No. 39 notes the qualitative aspects
of errors in direct tests of account
balances are as follows:
(1)The nature and cause of
misstatements.
(2) The possible relationships of

Sample Performance
and Evaluation
An audit of financial statements
involves gathering evidence from
audit procedures applied to finan
cial statement items. Audit samples
of many kinds of data will be part of
the evidence collected but not the
entire body evidence supporting the
* In statistical sampling the terms precision
and reliability are related to sample size
determination. Precision is related to toler
able error and tolerable rate while reliability
is the complement of the risk of incorrect re
jection and risk of underreliance. Relating
precision and reliability to SAS No. 39 should
be undertaken only by those sufficiently
knowledgeable with statistical sampling as
applied to the audit process.

Russell F. Briner, CPA, Ph.D., is
associate professor and director of
graduate studies of the School of
Accountancy at the University of
Mississippi. He was formerly with the
faculty of Sam Houston State Univer
sity, is a member of AICPA, AAA,
NAA, and has published in various
accounting journals.

the misstatements to other phases of
the audit.
In reference to (1), an error in the
form of an irregularity has greater
connotation than an error in the form
of an unintentional mistake.
For compliance tests, qualitative
aspects of deviations include:
(1) The nature and cause of devia
tions.
(2) The possible relationship of the
deviations to other phases of the
audit.
If the sample results for either a
direct test or compliance test do not
provide evidence which, in the audi
tor’s judgment, support the predeter
mined materiality level (direct tests)
for an account balance or degree of
predetermined reliance (compliance
test) on internal control, then further
audit plans should be altered to
compensate for the conflicting
results.

Conclusion
For the first time in modern finan
cial auditing history, the authorita
tive literature of financial auditing
contains specific requirements for
audit sampling. These requirements
are specified in SAS No. 39 entitled
“Audit Sampling’’ issued by the ASB
in June 1981.
SAS No. 39 identifies and provides
guidelines concerning the audit
sampling risks involved in samples
used in connection with direct tests
of details of account balances and/
or major classes of transactions and
in tests of compliance of internal
accounting control procedures.
Guidelines are also provided for
planning, selecting and performing
and evaluating samples used in the
preceding connection.
The statement (SAS No. 39) is a
big step in providing a structured
approach to audit sampling. The
benefits of SAS No. 39 will be
realized to their greatest potential
only if all parties involved in the
auditing process (the auditors and
the auditees) are sufficiently familiar
with the audit sampling guidelines
provided in SAS No. 39. Ω
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Compilation And
Review Reports
Are They Understood?

(forty-one percent) and 122 bankers
(forty-nine percent).
Bankers were selected as the
survey user group since the compila
tion and review reports may only be
issued in connection with financial
statements of nonpublic entities. The
primary users of these financial
statements were assumed to be
credit oriented users (i.e., banks and
financial institutions). All of the
bankers in the survey had ex
perience in making lending deci
sions. The relative experience levels
of the survey respondents are
summarized in Table 1.

THE SURVEY

By Thomas P. Edmonds, Mattie C. Porter, and Ira R. Weiss

With the issuance of the first State
ment on Standards for Accounting
and Review Services, Compilation
and Review of Financial Statements1,
the AICPA provided new standards
for reporting for the CPA who is
associated with the financial state
ments of a privately held company
on which an audit was not per
formed. Now, a privately held com
pany may engage a CPA to perform
one of three types of services with
respect to the company’s financial
statements:
1. Compilation services in which
the CPA’s report gives no
assurance,
2. Review services in which the
CPA’s report gives limited
assurance, or
3. Audit services in which the
CPA’s report gives positive
assurance.
SSARS No. 1 has been called
“revolutionary” and it has been pre
dicted that it will “affect the conduct
of practice related to nonpublic com
panies more than any other pro
nouncement in recent years.”2 Yet
the question has been raised as to
whether the users can understand
the differences between the three
different reports.3 If users do not un
derstand the differences in the
nature of the accountant’s services
and therefore cannot correctly dis
23/The Woman CPA, October, 1982

cern the level of assurance in the
accountant’s report, then confusion
could exist. As noted by Libby,4 if the
user does have misperceptions of
the message which the CPA intends
to communicate, then perhaps the
user will make different decisions
than those that would be made if the
report were correctly perceived.
Thus the user might place
unwarranted reliance on the
compilation or review report.
Additionally, the accountant’s legal
liability might be increased due to
the miscommunication.
To discern whether users can in
terpret and understand the two new
reports, a survey was conducted of
preparers (CPAs) and users
(bankers) of the reports. The objec
tive of this article is to summarize
the results of this research and its
implications for practitioners.

THE SURVEY GROUPS
The accountant’s report is the pri
mary means of communication
between the accountant and the
users of the financial statements
which accompany the report. In
order to determine if there were per
ceptual differences between the pre
parers and users of the reports, we
surveyed a random sample of 250
CPAs and 250 bankers. Responses
were received from 102 CPAs

The CPAs and bankers were given
copies of four different accountant’s
reports:
1. A disclaimer of opinion.
2. An unqualified opinion.
3. A review report.
4. A compilation report.
Each report was followed by a
series of statements concerning
various aspects of the report. The
participants were asked to agree or
disagree with the statements utiliz
ing a seven point scale where 1 indi
cated complete agreement with the
statement, 4 indicated the partici
pant was undecided and 7 indicated
complete disagreement. These
statements were designed to deter
mine the respondent’s perceptions
of each report in four general areas:
1. The extent of the accountant’s
examination,
2. The level of assurance given by
the accountant,
3. The usefulness of the report,
and
4. The accountant’s legal liability.
The perceptions of the CPAs and
bankers in each of these areas were
compared utilizing the mean
response of each group to determine
if their perceptions of each report
were consistent. In other words, did
the CPAs and bankers perceive the
compilation report the same way?
Their responses were then com
pared across the reports to deter
mine if they consistently ordered the
reports in the four areas listed
above. In other words, did the CPAs
and bankers consistently view the
accountant’s examination as being
the lowest for the disclaimer and
compilation, somewhere in the mid
dle for a review, and at its highest
level for an unqualified opinion?

Can the Reports be
Distinguished?

TABLE 1
Experience Level of Respondents
CPAs’
Public Accounting
Experience

Years of
Experience

1
4
7
10

to
to
to
or

0.0%
8.9
18.6
72.5
100.0%

3
6
9
more

Bankers’
Commercial Lending
Experience
20.7%
21.5
12.4
45.4
100.0%

Dissimilar

Undecided

TABLE 2
Similarities of Reports
Similar

The survey reflected that, in
general, the CPAs and bankers can
distinguish between the reports. This
was shown by the fact that both
groups consistently recognized that
the extent of the accountant’s ex
amination was lowest for a compila
tion or disclaimer, in the middle for a
review and highest for an un
qualified opinion. This ordering of
the reports was also consistent in
their perceptions of the level of
assurance and the usefulness of the
reports. It is interesting to note that,
in most cases, both the CPAs and
bankers ranked the compilation
report below the disclaimer report
although the differences in the rank
ings were not significant. This might
result from the fact that the compila
tion report is couched in more wary
terms than the disclaimer and that
the procedures applied by the ac
countant are very limited. In any
case, both groups appear to view
these two reports with the caution
that they deserve.
Both groups appeared to be able
to recognize the review report as
being a form of assurance which is
unlike the other three reports.
However, the report does not appear
to be as well understood and
consistently interpreted as the other
three forms of report. This conclu
sion is supported by several survey
results.
First, recall that a mean answer of
4 on the questionnaire would indi
cate an undecided position. A mean
answer of 4 could result for two
reasons. First, the participants could
be truly undecided with respect to
the question and thus a mean of 4
could result if most of the survey par
ticipants responded with an answer
of 4. Second, part of the group could
perceive the report one way (for in
stance agree with the statement and
answer 1 or 2) and another part of
the group could perceive the report
the opposite way (for instance dis
agree with the statement and answer
6 or 7). The total group answers
would then average around 4. A
standard deviation of 2 or more
would indicate the second explana
tion was exhibited in the responses.
Both CPAs and bankers responded
to more questions concerning the
review report with a mean answer
grouped around 4 than to any of the

Disclaimer vs. Unqualified
Disclaimer vs. Review

Disclaimer vs. Compilation

Unqualified vs. Review
Unqualified vs. Compilation
Review vs. Compilation
----------- = CPAs response mean
----------- = Bankers response mean

other reports. Additionally more
questions had a standard deviation
of 2 or more for the review report
than for the other three forms of
reports.
Second, the groups were asked to
compare the reports as to the degree
of similarity and dissimilarity. These
results are presented in Table 2 and,
once again, it appears that both
groups were undecided as to how to
interpret the review report in com
parison to the other three reports.
This indecision was also indicated
by an inspection of the standard
deviation of the responses to com
parisons summarized in Table 2. The
responses of both groups had larger
standard deviations for the three
comparisons involving the review
report than for the other three report
comparisons tabulated.
The indecision or uncertainty per
taining to the review report is not
surprising. This report is new and it
reflects a limited form of assurance
which is very much unlike that given
in the forms of reports which were
generally available before SSARS
No. 1 (i.e., the unqualified, qualified
and disclaimer reports). It therefore

could be expected that it will take
time for both preparers and users to
become familiar with the limitations
associated with the review type of
engagement.
The CPAs and bankers also
differed with respect to the degree to
which they rely upon each report.
For instance, the CPAs and bankers
consistently felt financial statements
were comparatively less reliable
when accompanied by a disclaimer
or compilation than when accom
panied by an unqualified report; but
the bankers felt the statements were
less reliable than the CPAs for all
four forms of reports. These
differences are discussed in the
following paragraphs.

The Extent of the
Accountant’s Examination
Table 3 summarizes the general
perceptions of the CPAs and
bankers as to the procedures per
formed by the accountant for each
type of report. The respondents ap
peared to have a good grasp of the
differences in the accountant’s ex
amination in each of the four cases.
Both groups agreed that the review
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TABLE 3

Procedures Performed in the Examination
Disclaimer
A
B

Compilation
A
B

A

B

The report is based primarily on inquiry and
analytical procedures such as financial ratio
analysis.

5.0

5.6

6.1

6.1

2.0

3.0

5.9

4.2

The report indicated that the public accountant
performed verification tests of the accounting
records and other necessary procedures in order
to insure that the financial statements ade
quately represent the financial condition of the
company.

6.6

6.6

6.7

6.6

5.9

5.5

1.1

1.2

The report implies that the public accountant has
reviewed and evaluated the adequacy of the
system of financial internal controls.

6.6

6.4

6.6

6.6

5.8

4.8

1.4

1.4

Disclaimer
A
B

Compilation
A
B

A

B

The report indicates that the public accountant
has expressed confidence that the financial
statements reflect the financial condition of the
company.

6.3

6.5

6.5

6.6

4.7

5.0

1.3

1.4

The financial statements referred to in the report
are the representation of the public accountant.

6.5

6.4

6.4

6.6

6.5

5.8

6.0

3.0

The report indicates that the financial statements
are free from material errors or omissions.

6.0

6.4

6.4

6.5

4.2

4.6

1.8

2.1

The report indicates that the financial statements
are in conformity with GAAP.

4.9

6.3

5.3

6.3

2.8

4.3

1.1

1.3

The report indicates that the financial statements
present fairly the financial condition of the
company.

6.4

6.4

6.4

6.5

4.9

5.1

1.1

1.3

Procedures
Performed

Review

Unqualified
A
B

TABLE 4

Level of Assurance
Procedures
Performed

Review

Unqualified
A
B

A = mean response of CPAs
B = mean response of Bankers
Where: 1 represents agreement and 7 represents disagreement with the statement.

report was based primarily upon
inquiry and analytical procedures.
This is not surprising since there is
an explicit statement to that effect in
a review report. Additionally, both
groups recognized that the un
qualified report was the only one
which was based on verification
tests of the accounting records and
in which a review of internal control
was made.

The Level of Assurance
The participants were asked to
respond to a series of five state
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ments which dealt with the level of
assurance and the extent of the
accountant’s responsibility with
respect to each report. The results
are presented in Table 4. Both the
CPAs and bankers perceived that
only in an unqualified report did the
accountant express confidence that
the financial statements reflected
the financial condition of the com
pany, were free from material
misstatements and fairly presented
the financial condition of the com
pany. However, there was less con
formity in the CPAs and bankers

views in two other areas.
First, the bankers felt that, in
general, as the level of assurance in
creases, the financial statements
become the representation of the ac
countant. As shown in Table 4, there
was a clear dichotomy of views with
respect to this question for the un
qualified opinion. The CPAs felt that
in all four reports, the financial state
ments were not the accountant’s
representation. The bankers felt the
financial statements were the
representation of the accountant in
the case of an unqualified opinion.

The current exposure draft of sug
gested changes in the short form
opinion by the Auditing Standards
Board attempts to correct this type of
misinterpretation by including an
explicit statement saying that the
financial statements are manage
ment’s representation.
A second area of difference con
cerned the extent of the financial
statement’s conformity with GAAP.
The CPAs felt that the report indi
cated the statements were in con
formity with GAAP for both the
review and the unqualified report,
although they agreed more strongly
with this statement in the case of an
unqualified opinion than for a
review. This might indicate that the
CPAs interpret the limited assurance
of a review as being an indication
(although somewhat weak) that the
statements are in conformity with
GAAP. The bankers do not appear to
gain that degree of confidence.
Rather, the banker’s responses indi
cated that, in general, only the un
qualified report gave positive
assurance as to conformity with
GAAP.

FINANCIAL SPECIALISTS
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Financial Reporting Specialist
Responsible for financial reporting operations such as monthly/
annual closing schedules, liaison of company staff, special financial
reports for management, impact analysis due to developments in
accounting/financial reporting pronouncements, and assure integrity
of data base financial records.

Financial Asset Control Specialist
Will be responsible for cost classification audits to assure
regulation/disclosure statement compliance, interface with govern
ment audit agencies, assist in the control of account receivables
and inventory levels, analyze risk factors for possible disallowances
and assist in negotiation of annual indirect expense claim.
TRW offers excellent salaries and benefits. Please call or send your
resume in confidence to:

Dave Drugman
213.536.3081
TRW Defense Systems Group
Bldg. E1/Room 2035
One Space Park
Redondo Beach, CA 90278
Equal Opportunity Employer
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Usefulness of the Reports
A series of questions were asked
to discern the extent to which the
various reports aided in evaluating
the quality of the accompanying orientation of the bankers is under
financial statements.
standable given that they utilize the
How reliable are the financial
statements in making credit deci
statements?
sions and they generally have more
Bankers generally felt that the sources of input into that decision
financial statements were less reli than just the financial statements.
able than CPAs. In the case of those Hence the statements alone possess
statements accompanied hy a com less credibility to the bankers.
pilation or disclaimer report, the Does the report affect the quality of
bankers were undecided as to their the company as a loan prospect?
reliability. CPAs in all cases felt that
The bankers consistently viewed
the statements had some degree of the accountant’s report as having a
reliability and felt that reliability in stronger impact on their evaluation
creased as the level of assurance of the quality of the company than
(i.e., the type of report) increased.
did the CPAs. The bankers felt that a
Do the statements contain
disclaimer, a compilation and an un
management bias?
qualified report would have more of
The bankers, across all four an impact in this area than a review.
reports, felt the statements were This appears to be consistent with
more biased than did the CPAs. Both the fact that the disclaimer and com
groups felt this bias was alleviated pilation give no assurance and an
only in the case of an unqualified unqualified opinion gives positive
report.
assurance. For these three forms of
The answers to both of the ques reports, there is a clear-cut line of
tions discussed above appear to in demarcation and this information
dicate that the bankers place less would be helpful in evaluating the
faith in the financial statements than quality of the company as a loan
do the CPAs, regardless of the form prospect. The review, being only a
of the accountant’s association with limited assurance, would be of less
those statements. This skeptical use than the other two forms of

assurance. The accountants were
undecided as to impact of a dis
claimer and a compilation, felt the
review would have some impact and
the unqualified report the greatest
impact in this evaluation.
Is the riskiness of the company
affected by the report?
The bankers, indicated that the ac
countant’s report would affect their
evaluation of the riskiness of the
company in all four cases. The CPAs
indicated that, in every case, the
riskiness of the company would be
unaffected by the report.
The dichotomy in the survey
responses to the preceding two
questions indicates that the bankers,
in evaluating financial statements,
place more reliance or emphasis on
the accountant’s report than the
CPAs perceive. If this is indeed true,
then it seems to be imperative that
the report clearly communicate the
accountant’s intended message. The
survey results are a preliminary in
dication that there exists some
danger of misinterpretation of the
review report. This danger is high
lighted by a recent study which
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reported that 28 percent of those
companies which previously submit
ted unaudited statements to bankers
are now undergoing reviews and
about 25 percent of those companies
which previously submitted audited
statements are now undergoing
compilations or reviews.5 Based
upon these numbers, it appears
likely that reviews will be utilized in
many credit decisions.
To insure that problems are not
encountered due to misinterpreta
tion of the limits of a review, the
efforts currently being made by the
accounting profession to educate
both the preparers and users of the
report are imperative and should be
continued. The participation of prac
titioners in this educational effort is
needed since they have day to day
contact with the users of the report.
The practitioner can participate by
contributing articles which explain
the limitations of the review engage
ment to professional journals which
are read by clients and the users of
their financial statements. In addi
tion, the practitioner should, as al
ways, make every effort to aid the
client in identifying what the needs
are of the users of their financial
statement in order to insure that the
type of service provided by the CPA
meets those needs. The study6 re
cently completed under the sponsor
ship of Fox & Company, to be
published as an Auditing Research
Monograph by the AICPA, should
aid the practitioner in this counseling
effort. The study found, in part, that
the following factors affect the
accounting service decision:
Bankers:
1. “Loan size, and to a lesser
degree the customer’s capitalization
and the bank’s previous relationship
with the customer, are the most sig
nificant factors used by bankers to
determine whether a compilation,
review or audit will be required in
connection with loans.
2. Compilation or review, in lieu of
an audit, is more likely to be accept
able when the borrower is profitable,
the loan is well secured and the
customer and CPA firm are
respected by the banker.
CPAs:
1. When advising a client on a
potential change from an audit to a
compilation or review, prior audit ex
perience and adequacy of internal
controls are the most important fac
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tors used in determining the advice
to be given.
2. When recommending the
needed level of service for clients
who received unaudited financial
statements prior to SSARS 1, the
most influential factors are the per
ceived needs of third party users,
prior experience with the client, and
adequacy of the system of internal
control.”7

Legal Liability
Neither the bankers nor the CPAs
in our survey felt that lawsuits were
likely to result from reliance on the
accountant’s reports. However, the
accountants held this position less
strongly for the review and un
qualified reports than for the com
pilation and disclaimer. The percep
tions of the accountants appear
reasonable in view of the fact that in
these two reports, they express
assurance and, therefore, the rela
tive probability of lawsuits should be
higher than for those reports which
give no assurance.

CONCLUSION
The results of our survey indicate
that both CPAs and bankers consist
ently order the four forms of

accountant’s reports which were
presented to them and that they
possess a good understanding of the
meanings of the reports. However,
the survey results provide a prelimi
nary indication that the review report
is not as well understood by the
CPAs and bankers as the other three
forms of reports. We encourage con
tinued efforts to refine the report and
to educate the preparers and users
of the review report concerning the
benefits and limitations of the new
form of accounting service. In addi
tion, continued monitoring of the
perceptions of the preparers and
users of the review report is needed
until sufficient time has passed to
permit complete familiarization with
the report and to insure that it is well
understood. Ω
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